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Sekimura Direct, p . 44. 

Please provide a compmison ofthe estimated year-end 2006 short-term debt balance with the 
actual short-term debt balance, describing and detailing the differences in the mnounts, if any. 

HECO Response: 

As presented in HECO-1902, HECO's estimate for the year-end 2006 short-term debt balance 

was $77,942,000 based on a projected source and use of funds for the year. The actual short-

term debt balance for HECO for year-end 2006 was $58,707,000, or $19 million lower than 

projected due primarily to higher thmi estimated intemal sources of funds, pmtly offset by lower 

than estimated contributions in aid of construction; therefore, reducing the need for external 

financing (i.e., short-term debt). 
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Sekimura Direct, p . 47. 

When HECO sells revenue bonds and does not use all ofthe proceeds for construction and the 
amount remaining with the trustee draws interest (i.e., there is a "net income" position), does that 
effect the embedded cost of debt paid by ratepayers? If so, please show how the cost of debt 
provided by ratepayers is adjusted to account for interest income on revenue bond flmds not 
spent; if not, please explain why retaining interest income represents a fair balance of ratepayer 
and stockholder interests. 

HECO Response: 

Yes, the revenue bond investment differentials, i.e., the difference between the eamings and the 

interest costs ofthe unckawn proceeds in the construction fund, affects the embedded cost of debt 

paid by ratepayers. As discussed in testimony provided in T-19, pages 45 through 47, the 

long-term debt balance for the test ycai is net ofthe unamortized balances, which in turn 

determines the effective rate ofthe embedded cost of long-term debt (see HECO-1903 which 

shows the calculation ofthe embedded cost of long-term debt). The effective rate is then passed 

on to ratepayers through the Company's composite cost of capital. HECO-WP-1903, page 5, 

shows the details ofthe revenue bond investment differentials. 
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Sekimura Direct, p . 53, L 21. 

a) Please describe in detail the "annual insurance premiums," and explain why they should be 
included in the embedded cost of debt. 

b) Is Ms. Sekimura aware of other regulatory jurisdictions in which insurmice premiums are 
included in the embedded cost of debt? Please provide all available support for your 
response. 

HECO Response: 

a. The annual insurance premium is for the revenue bond insurance. Bond insurance 

purchased by the Company obligates the bond insurer to m ^ e interest mid principal 

payments on insured bonds in the event the Company does not make these payments. Bond 

insurmice ensures buyers ofthe bond that interest mid principal payments will be made, 

whether by the Company or by the insurer. Since the insurmice assures bondholders that the 

insurer will pay in the event that the Company does not, insured revenue bonds receive the 

higher credit rating ofthe insurer, rather than the credit rating of HECO, thereby reducing 

the interest rate to be paid by the Compmiy on the bonds. 

The minual insurance premium should be included in the calculation ofthe 

embedded cost of debt because ratepayers get the benefit ofthe lower cost of finmicing 

(i.e. interest rate for an insured bond is lower than the interest rate for mi uninsured bond), 

thus it is appropriate for ratepayers to pay for the cost to insure the bond. 

b. No. 
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Sekimura Direct, HECO-1900. 

Please provide a complete copy of Ms. Sekimura's cost of capital testimony in Docket 
No. 05-0315. 

HECO Response: 

Please see pages 2 to 73 of this response for a copy of Ms. Sekimura's cost of capital testimony 

(Direct and Rebuttal) in Docket No. 05-0315 (HELCO's 2006 Test Yem Rate Case). 
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1 INTRODUCTION 

2 Q. Please s t ^ your name and business address. 

3 A. My name is Tayne S. Y. Sekimura and I am the Financial Vice President of 

4 Hawaii Electric Ught Company, Inc. ("HELCO" or the "Company**). My 

5 business address is 900 Ricfaaids Street, Honolulu, Hawaii, 96813. HELCO-1800 

6 provides my educational background and work experience. 

7 Q. What is the purpose of your testimony in this proceeding? 

8 A. The primary purpose of my testimony is to recommend a &ir and reasonable rate 

9 of retum on the Company's rate base for test year 2006. I will explain the basis 

10 for HELCO's capital stmcture and the derivation ofits composite cost of ct^ital. 

11 I will provide details si^>porting the Company's sources, proportions, and costs of 

12 investor fimds. Further, my testimony recommends to the Commission a rate of 

13 retum on common equity, based on the testimony of Dr. Roger Morin, Professor 

14 of Finance, Georgia State University, College of Business, who has developed an 

15 estimate of the retum on common equity he deems to be fair and reasonable. 

16 Another purpose of my testimony is to explain why the Company does not 

17 believe that it is necessary to conduct a comprehensive analysis for this docket of 

18 the impact of Hawaiian Electric Industries, hic. ("HEP*) on HELCO's cost of 

19 coital (in regard to D&O 15225*). 

20 In addition, my testimony includes an estimate of the savings to customers 

21 resulting fiom the use of special purpose revenue bond financing, as required by 

22 Hawaii law.^ 

' Decision and Order No. 1S22S, filed in Docket No. 7591 on December 10,1996. 
^ Hawaii Revised Statues ("H.R.S.") Section 39-A-2080>). 
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1 RATE OF RETURN ON RATE BASE 

2 Q. What is the purpose ofthe rate ofretum on rate base? 

3 A. The rate of return on rate base is used to calculate the revenues necessary to &iriy 

4 compensate investors for the use of their money invested in assets that are used or 

5 useful in providing service to the utility's customers. 

6 Q. What is die feir rate of retum on rate base for test year 2006? 

7 A. A &ir rate ofretum on rate base for HELCO for test year 2006 is 8.65% as 

8 calculated on HELCO-1801. 

9 Q. Why is 8.65% a fair return on rate base for test year 2006? 

10 A. A rate ofretum on rate base of 8.65% for HELCO is feir because it satisfies &e 

11 three requirements for fairness established by the Bluefield and Hope cases. 

12 The requirements for "fairness," as set forth in Bluefield Water Works & 

13 Trnprnvements Co. V. Public Service rfwnmission of West Vir^nia (262 U.S. 679, 

14 1923) and in Federal Power rnmmission v. Hope Natural Gas Company (320 

15 U.S.391,1944), are that the retum should: 

16 1) Be commensurate with retums on investmeute in other enterprises 

17 having correspondirig risks and imcertainties; 

18 2) Provide a retum sufficient to cover &e capital costs of the business, 

19 including service on the debt and dividends on the stock; and 

20 3) Provide a retum sufficient to assure confidence in the financial 

21 integrity ofthe enterprise so as to maintain its credit and capital-

22 attracting ability. 

23 A retum on rate base of 8.65% for HELCO for test year 2006 will satisfy these 

24 requirements for fiiimess. 

25 Q. Are these criteria consistent with the criteria used by the Commission in prior rate 
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1 cases? 

2 A. Yes. These oiteria were used by the Commission in numerous HELCO rate case 

3 decisions mcluding Decision and Order ("D&O") No. 18365 (Docket No. 99-

4 0207. HELCO 2000 Test Year). D&O No. 15480 (Docket No. 94-0140. HELCO 

5 1996 Test Year), D&O No. 13762 (Docket No. 7764. HELCO 1994 Test Year), 

6 D&O No. 11893 (Docket No. 6999, HELCO 1992 Test Year) as wdl as numerous 

7 Hawaiian Electric Company, Inc. ("HECCT) and Maui Electric Company, Limited 

8 ("MECO") rate case decisions. 

9 Q. How should a fitir retum on rate base be developed in these proceedings? 

10 A. A percentage retum on rate base that is at least equal to the Company's composite 

11 cost of capital would be a fair rate ofretum in this docket 

12 Q. Why must a &ir rate of retum on rate base be at least equal to HELCO's 

13 composite cost of c^ ta l? 

14 A. The composite cost of capital represents the carrying cost ofthe money received 

15 fiom investors to finance the rate base. In order to adequately compensate those 

16 who have invested in the Conpany. HELCO needs to be allowed a reasonable 

17 opportunity to earn at least its composite cost of capitaL 

IS Further, a rate ofretum on rate base at least equal to the Company's 

19 composite cost of coital would satisfy the three requirements of a fair return, 

20 provided that the Company is given a realistic opportunity to actually earn the 

21 return. A finding by the Commission of a retum on rate base at least equal to the 

22 Company's composite cost of coital would allow the Company to cover the 

23 capital costs of the business; it would provide a retum on investment 

24 commensurate with retums on other investments having corresponding risks; and 

25 it would provide assurances to the financial community ofthe Company's 
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1 financial integrity (or financial strengtii). 

2 COMPOSITE COST OF CAPITAL 

3 Q. What is the composite cost of capital? 

4 A. The composite cost of capital is the weighted average cost of short-term debt, 

5 long-term debt, hybrid securities, preferred stock, and common equity ofthe 

6 Company. It represents the carrying cost of die money received fiom investors to 

7 finance the rate base. 

8 Q. How is the composite cost of coital calculated? 

9 A. The composite cost of capital is calculated by summing the wei^ted effective 

10 costs of each element ofthe capital structure. The capital stmcture is made up of 

11 the short-term debt, long-term d ^ (revalue bonds and taxable de^t), hybrid 

12 securities, preferred stock, and common equity ofthe Coinpany. The overall cost 

13 of each ofthe dements is calculated taking into accoimt such items as issuance 

14 costs to come up with an "effective" cost fi)r each element The "effective" cost 

15 of each element of the coital stmcture is '"weighted" in proportion to its 

16 percentage in the c ^ t a l structure to come xtp with a weighted effective cost. 

17 Q. Has the same method been used by HELCO, HECO, and MECO in prior rate 

18 cases? 

19 A. Yes, This method was used in Dot^et No. 99-0207 (HELCO 2000 Test Year). 

20 Docket No. 94^140 (HELCO 1996 Test Year), Docket No. 7764 (HELCO 1994 

21 Test Year), and Docket No. 6999 (HELCO 1992 Test Year) as well as numerous 

22 HECO and MECO rate cases. 

23 Q. What is the Company's average estimated composite cost of capital for test year 

24 2006? 

25 A. The Company's estimated average composite cost of capital is 8-65% for test year 
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1 2006, as shown on HELCO-1801, 

2 GOALS IN FINANCING 

3 Q. What are the Company's overall goals in determining its financing? 

4 A. In determining its financing, the Company strives to balance: 

5 1) obtaining fimds at die lowest reasonable cost, and 

6 2) i»:eserving the fiz^ncial strengdi ofthe ^nnpany. 

7 O^̂ faifiinfr Funds at the Lowest Reasonable Cost 

8 Q. How does the Company obtain fimds at the lowest reasonable cost? 

9 A. Low cost fimds are obtained by: 1) issuing securities that are relatively low risk to 

10 investors and 2) minimizing the Company's business and financial risks, to the 

11 extent the Company can control titiose risks and it is appropriate to do so in die 

12 context ofthe Company's overall business plan. 

13 Q. What securities do investors consider to be relativdy low risk? 

14 A. Investors consider debt issuances to be relatively low risk securities since there is 

15 assurance that the investor will be paid a stated rate at predetermined periods 

16 before other types of investors are able to get disbursements fixmi the Company. 

17 D ^ is usually the least costiy source of funds for the Coinpany. 

18 Q. Why doesn't the Company obtain all its financing fix}m debt? 

19 A. Althou^ debt is low risk to investors, it is relatively high risk to the Company. 

20 Higher proportions of debt would mean more fixed obligations and hi^er risk of 

21 de&ult on debt covenants. This would inoease the cost of the debt since lenders 

22 would need more compensation for taking more risk if th«% are more fixed 

23 obligations. Also, investors will not lend money to companies with no equity 

24 support Some level of equity si]̂ )port is necessary in order to access the debt 

25 market Therefore, the Conpany must balance the relatively lower cost debt with 
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1 relatively higher cost equity in determining its capital structure. 

2 Maintaining Financial Strenpfli 

3 Q. Why is it important for the Company to maintain its financial strength? 

4 A. Investors are very sensitive to financial strength considerations when they decide 

5 v^ere to invest their money. If HELCO's financial strength is not maintained, 

6 more risk adverse investors will invest their money elsewhere. This, in turn, will 

7 have negative unpUcations fbr HELCO's customers because it will reduce the 

8 demand for the Company's securities and will increase its cost of capital. Further, 

9 imder adverse market conditions, it may be difficult to attract capital. It is 

10 imperative fiom a customer standpoint, therefore, that HELCO at least maintain 

I t its current financial strength. 

12 Q. How is financial strength measured? 

13 A One ofthe principal measures of a company's financial strength is its credit rating. 

14 Credit ratings are issued by independent rating agencies, such as Standard and 

15 Poor's ("S&P") or Moody's Investors Services ("Moody's"). A credit rating is an 

16 impartial opinion of the general creditworthiness of a company ̂ issuer credit 

17 rating) or the creditworthiness of a company with respect to a particular security 

18 (issue-specific credit rating). Credit rating agencies evaluate the investment risk 

19 in commercial paper, secured and unsecured debt, hybrid securities, and preferred 

20 stock. The rating for each security reflects the investmrait risk in that security, 

21 given the rating agency's overall evaluation ofthe financial condition ofthe 

22 company and the particular characteristics ofthe individual security. 

23 Q. Why is it important for the Company to maintain good credit ratings? 

24 A. It is important to maintain good credit ratings for the following reasons: 

25 1) Maintaining good credit rafings helps to minimize electric rates by lowering 
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1 the cost of capital to the Company. A credit rating is a measure of credit 

2 risk. All other things being equal, a company with less risk will have a 

3 lower cost of capital. 

4 2) Maintaining good credit ratings gives the Company the ability to 

5 consistentiy attract new c ^ t a l on reasonable terms, whatever the current 

6 stale ofthe financial maricets. The Company raises its coital in a 

7 competitive market The supply and demand for investors* fimds change as 

8 economic conditions change. Under ideal conditions, financing is available 

9 for most companies. Under adverse economic conditions, however, 

10 companies with weaker credit ratings may find it difficult, if not impossible, 

11 to raise new capital. A good credit rating assures investors that the company 

12 is financially sound, so that they will continue to have an interest in 

13 purdiasingtbe company's securities. For example, many companies 

14 (including HELCO) restrict their investment portfofios to investments in 

15 companies that have ratings diat are at least 'investment ^ade.'*^ 

16 Continuous access to coital maricets is critical for a c^tal-intensive 

17 company such as HELCO diat has an obligali<Hi to i^ovide utility services. 

18 Q. How do rating agencies detennine credit ratings? 

19 A. In order to determine a company's credit rating, the rating agencies evaluate a 

20 wide range of qualitative and quantitative Actors that affect the company's credit 

21 quality. This assessment considers both the business risks and the fiaandal risks 

22 ofthe company. 

23 Q. How are HELCO's credit ratings measured? 

' Standard A Poor's rating of BBB- or higher or Moody's rating of Baa3 or higher. See S&P "Rating 
Definitions" on HELCO-1809. 
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1 A. HELCO's credit ratings fiom S&P and Moody's are based on the collective 

2 financial strength of HECO, MECO, and HELCO: 

3 Long-term debt (unsecured"̂ : Because HECO guarantees the payment of principal 

4 and interest on both MECO's and HELCO's unsecured long-term debt, the rating 

5 agencies evaluate the consolidated HECO to get a credit rating for all of the 

6 Companies' unsecured long-term debt 

7 Preferred Stock: HECO guarantees die obligations ofMECO and HELCO, but 

8 only if HECO has already met its own preferred stock obligations. The rating 

9 agencies recognized this 'junior position" ofthe subsidiary preferreds in each of 

10 their last sales (MECO's Series H and HELCO's Series G). Therefore, all 

11 subsidiary preferreds are treated as one notch lower in credit quality than HECO's 

12 preferred stodc 

13 Hybrid Securities: Because HECO guarantees the obligations of MECO and 

14 HELCO. file ratmg agendes evaluate the consolidated HECO to get a credit rating 

15 for all ofthe Companies' hybrids. 

16 Q. I^ to some degree, HELCO trades on HECO's consolidated credit rating, why is it 

17 important for HELCO to also have a sound capital stmcture? 

18 A. In order to minimize intercompany subsidization, to the extent it is practical, 

19 which would occur if the o ^ t risks ofthe Companies were significantiy different 

20 fitMn each other, HELCO seeks to maintain its own finandal strengtii, as an 

21 individual company, in accordance with the rating agency guidelines and HECO's 

22 credit ratings. 

23 Business Risks 

24 Q. What things do the rating agendes consider in assessing business risk? 

25 A. Business risk considerations include industry characteristics, competitive position 
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1 (e.g. effidency, regulation, technology and mariceting), and management 

2 Q. What business risks do the Company face? 

3 A. The Company faces numerous business risks.^ I will discuss several business 

4 risks here, althou^ the Company faces many othet business risks. 

5 1) Canital Investments 

6 The Company's level of estimated coital expenditures will be much 

7 h i^er relative to prior years as the Company invests in transmission 

8 additions and upgrades to improve reliability and to support growth. 

9 Constniction of &cilities may &ce diallenges due to pubUc sentiment, 

10 politics, and permitting requirements. The processes to get all the approvals 

11 needed to install these capital additions can take many years and therefore 

12 put investor funds at risk for extended periods. 

13 Being an island environment, Hawaii has no inter-ties to other sources 

14 of electridty and must build its own resources to meet its needs. This 

15 increases the significance of making investmoit in capadty and reUability; 

16 and undoscores the importance of maintaining access to cf^tal markets to 

17 have the finandal resources to make necessary capital investments. The 

18 Company must be able to construct the fiidlities and to finance than in 

19 order to continue to provide reliable electric service. 

20 2) DSM programs 

21 The Company recognizes the need for and benefit to Hawaii of 

22 reducing Hawaii's dependence on fiiel oil and central station generation to 

23 meet the electridty needs of our customers. 

* See "Forward-Looking Statements" from HEI and HECO Form 10-K fbr die year ended December 31. 
200S filedasExhibitHELCO-1810. 
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1 Since 1996, we have implemented energy effidency demand-side 

2 management (*T>SM") programs, which have provided incentives to our 

3 customers to implement measures that reduce file use of electridty or use 

4 electridty more effideatly. Companies incur risks when they encourage 

5 customers to reduce the use of their product, but the Commission has 

6 recognized these risks by allowing for the timely recovery of program costs, 

7 lost margins and shareholder incentives. HELCO is assuming continued 

8 regulatory support for DSM program costs and some form of altemative 

9 DSM utility incentive mechanism, as the Commission addresses issues of 

10 whether DSM incentive mechanisms are appropriate to encourage the 

11 implementation of DSM programs, and the q)propriate mechanism(s) for 

12 such DSM incentives, in the Energy Effidency Docket 

13 3) Renewable Portfolio Standards 

14 Tlie Renewable PortfoUo Standards law (**RPS"), as amended by the 

15 Legislature in 2004 and in 2006, subject to S.B. No. 3185, CD. 1 becoming 

16 effective, requires HELCO (in aggregate with HECO and MECO) to obtain 

17 certain percentages of sales fiom renewable electrical energy 

18 resources("R£*0.' Renewable electrical energy resources indude electrical 

19 energy generated using renewable energy sources, and electrical energy 

20 savings b r o u ^ about by renewable displacement technologies (such as 

21 solar water heating or energy effidency measures. The law also requires 

22 that a study be perfonned to look at the utility's capability of achieving the 

^ Each electric utility conqumy that sells electricity fin- consunipdon in die state shall establish a 
renewable portfolio standard o£ 10%byendof20t0, lS%byendof201S, and20%byeodof2020. At 
least fiffy pefceot of tihe RPS must be met by electrical energy generated using renewable energy sources 
such as wind or solar. 
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1 standards based on a number of factors including impact on customer rates, 

2 utility system reliabiUty and stabUity, costs and availabiUty of appropriate 

3 renewable energy resources and technologies, permitting approval, and 

4 in^acts on the economy, culture, community, and environment. Further, 

5 the law directs the Commission to devdop and implement, by December 31, 

6 2007, a utiUty ratemaking structure to provide incentives that encourage 

7 utilities to use cost-effective renewable eno'gy resources (while allowing for 

8 deviation if the standards cannot be met in a cost-effective manner, or due to 

9 events or drcumstances beyond the utiUty's reasonable control), determine 

10 the extent that any proposed utility ratemaking stmcture would i m p ^ 

11 UtiUty profit margins, and report findings to the Legislature. 

12 4) Regulatory actions 

13 The Company has numerous regulatory actions pending before the 

14 Commission that wiU impact die credit rating agency assessment of 

15 HELCO's regulatory risk. The Company must continue to obtain regulatory 

16 rulings that demonstrate regulatory siqiport to at least maintain its current 

17 risk level. Regulatory decisions that suggest the utiUty will not have 

18 regulatory siqjport increase the Company's risk profile, its cost of capital, 

19 and ultimately costs to ratepayers. 

20 Tliis rate case wiU be a significant indicator of the regulatory 

21 oivironment in which HELCO does business. Key considerations include: 

22 timely and adequate rate reUe^ adequate retum on equity, recovery of fuel 

23 and purdiased-power costs, and recovery of c£q»tal investments. 

24 5) Fuel oU supply and importance of energy cost adiustment clause 

25 Thou£^ the Company has undertaken many efforts to diversify its fiid 
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1 sources, a major portion ofthe electridty is generated fix>m oU-fired power 

2 plants. Substantial reliance on a single source of fuel makes the Company 

3 vulnerable to changes in supply and price of tiiat resource. 

4 The current energy cost adjustment clause ("ECAC") mechanism 

5 substantiaUy reduces the Company's r i ^ with regard to fuel oil prices. 

6 Changes to the ECAC could significantiy impact the Con^)any's abiUty to 

7 recover fiiel oil costs and the purchase power energy costs incurred under 

8 long term power purchase agreements ("PPAs"), espedally in a high fuel 

9 price environment The ECAC aUows tiie Company to mitigate the risk of 

10 sudden or frequent fuel cost changes. The ECAC also ensures that the 

11 utiUty's customers benefit fix)m falling fiiel oil and purchase power costs. 

12 Investors view the ECAC as a means to substantially reduce HELCO's risk 

13 of fuel oil and purchase power reUance. Continuation of the ECAC is vital 

14 to maintaining stable earnings potential and finandal strength, and 

15 preserves, to the extent reasonably possible, the Company's financial 

16 integrity. 

17 6) Hawan economy 

18 The Company's operating results are influenced by the volatiUty of 

19 the national and state economy and their impact on the economy of die 

20 island of Hawaii. Tourism, the largest component of Hawaii's economy, 

21 can fluctuate significantiy as a result of terrorist acts across the globe, the 

22 geopolitical and war situation, and national and international economic 

23 conditions. A large portion ofthe Company's revenues comes fix>m 

24 customers assodated with the tourist industry. The impact of having such a 

25 large single customer sector is that it potentially creates volatility in the 
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1 Company's revenues. 

2 7) Environmental laws and regulations 

3 The electric industry &ces stricter environmental laws and regulations 

4 which regulate the operation of existing &cilities, the construction and 

5 operation of new &dlities, and the proper cleani^ and disposal of hazardous 

6 waste and toxic substances. The Company is at risk for the direct cost of 

7 compliance as well as tiie economic consequences of any in^ct on 

8 operations. 

9 8) Purchased iwwer 

10 The Company expects to purchase over 56%* of its energy fix>m 

11 independent power producers. PPAs have been entered into based on the 

12 Company's obUgations under the PubUc UtiUty Regulatory Polides Act of 

13 1978 ("PURPA"), state laws and rules encouraging die purchase of power 

14 fiom non-fi>ssil fiiel producers and quaUfying feciUties under PURPA, and 

15 only with the Commission's determination that costs paid under the 

16 contracts were reasonable and ̂ )proval ofthe contracts. The contracts are 

17 obligations tiiat must be paid before shardiolders recdve any compensation 

18 for their use of funds. HELCO investors recdve no compensation for the 

19 PPAs, but have eamings potential at risk if power purchase costs are not 

20 fuUy recovered in rates (throug base rates or tiie ECAC). 

21 Although tiiere have been no majcv dianges to tiiose contracts in 

22 recent years, tiiere have been dianges in generaUy accepted accoimting 

23 prindples that may impact the finandal statement presentation of the 

24 contracts. There is uncertainty as to what impact the changes in accounting 

SeeHELCCM03. 
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1 treatment might have on tiie investment community's view of those 

2 contracts. S&P has increased its risk assessment of HELCO's firm capadty 

3 PPAs. I wiU fiirther discuss these issues later in my testimony. 

4 9) Pension 

5 The Company &ces risks with respect to the dianges in value of 

6 pension assets, changes in assumptions u^d to calculate retirement benefits 

7 and changes in fimding requirements. As Mr. Fujioka discusses in HELCO 

8 T-9, under SFAS 87^, the accounting treatment ofthe pension changes 

9 when the Accumulated Benefit ObUgation ("ABO") exceeds the fair value 

10 of die pension fund assets. If the ABO exceeds the ^ value of die pension 

11 fund asset by as Uttie as $ 1 at the measurement date (which is December 

12 31st): (1) a UabiUty, equal to the diffoxnce between the ABO and the foir 

13 value ofthe pension fund assets, is recognized, (2) the prepaid pension 

14 asset is eliminated, and (3) tiie Uability ^vinch is recognized, along with the 

15 prepaid pension asset whidi is eliminated, net of taxes, is charged directiy 

16 to a component of equity, caUed accumulated other comprehensive income 

17 ("AOCr*). Mr. Fujioka addresses steps taken by HELCO to mitigate tiiis 

18 risk, including making voluntary contributions to the fiind, and HELCO's 

19 pending apphcation before the Conmiission. 

20 In addition, we are aware that credit rating agendes evaluate risks 

21 assodated with conq)anies' pension plans and pension fimding and may 

22 make spedfic finandal ratio adjustments relating to pensions. To date, 

23 ndther S&P nor Moody's have raised any ^>edfic concerns relating to 

^ Financial Accounting Standards Board ("FASB") Statemoit of Financial Accountiî  Standards No. 87 
("SFAS 87"), '•En^loyers' Accounting fi>r Pension". 
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1 HELCO's pension fund, and I'm not aware of any spedfic adjustment made 

2 to HELCO's finandal ratios by dtfaer S&P or Moody's relating to pensiotL 

3 I beUeve that the Company's contributions to the pension fund in the past 

4 three years have helped to reduce the potential for concerns that might have 

5 been raised by credit rating analysts and that the contributions generally 

6 have a positive impact on die Company's credit quality. Mr. Fujioka 

7 discusses the Company's funding of the pension fund in HELCO T-9. 

8 Q. Have the Company's business risks changed since its last rate case? 

9 A. Yes, since the Company's last rate case, the utiUty industry experienced 

10 restructuring, rating agendes inccea^ their soutiny of con:̂ >anies, accounting 

11 standards changed and the economy experienced volatiUty. 

12 UtiUtv Industry Restructuring 

13 Q. How has the utiUty industry dianged? 

14 A. Deregulation ofthe electric utiUty business was implemented in a substantial 

15 number of states in the late I990's. The impact of deregulation was very different 

16 in different states. Perhaps the most obvious feilure was tiliat of CaUfomia with its 

17 energy short&Us and the finandal deterioration of its two largest electric utiUties: 

18 the bankruptcy of Padfic Gas and Electric and near insolvency of Southem 

19 California Edison. 

20 Based on S&P data shown below, beginning in 2000 and tiirou^ 2003, die 

21 industry saw widespread finandal deterioration and tightening ofthe capital 

22 maricets. In 2004 and 2005, while more balanced tiian in previous years, there 

23 continued to be more downgrades than upgrades. 
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1 Standard & Poor's Rating Changes^ 

2 Year Downgrade Upgrade Total % Downgrade 
3 2000 65 20 85 76 
4 2001 81 29 110 74 
5 2002 182 15 197 92 
6 2003 139 8 147 95 
7 2004 33 18 51 65 
8 2005 46 36 82 56 

9 Q. How has the diange in the industry impacted HELCO? 

10 A Althou^ HELCO does not feee die "deregulated" environment tiiat much of tiie 

11 mainland does, the &ct that a utiUty declared bankruptcy changed investors' 

12 perception of risk for investor-owned electric utilities and caused much greater 

13 and closer scrutiny of utiUty regulatory raivironment. Changes in our regulatory 

14 environment, such as those inherent in the RPS law, the increased reUance on 

15 DSM (but with a re-assessment or even elimination ofthe risk protection and 

16 recogrution assodated with the existing lost margin and shareholder incentive 

17 recovery mechanians), and consideration of a competitive bidding requirement 

18 fijT new generation, could significantiy impact HELCO's finandal performance. 

19 Throughout the industry, there is increased awareness that historical 

20 regulatory stabiUty does not assure current and future regulatory stabiUty. 

21 Investors are increasingly sensitive to the risk of change in the way utilities are 

22 regulated. Investors want confidence that tiie regulators' decisions will be 

23 consistent and fair. 

24 Scmtinv of and bv Credit Rating Agendes 

25 Q. How did the increased scmtiny of credit rating agendes impact HELCO? 

26 A. Increased scmtiny of credit rating agendes prompted the credit rating agendes to 

• S&P Article "U.S. Utility Downside Rating Actions Moderated Significandy in 2004" (HELCD-1811). 
S&P Article "Pace of U.S. Utility Rating Actions Picked Up in 2005; Downgrades Dominate" (HELCO-
1812). 
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1 reassess how they determine credit ratings. Some exan^les of what HELCO saw 

2 as dianges at the credit rating agendes included: additional assessments of 

3 finandal arrangements, renewed focus on estabUshed criteria for qualitative and 

4 quantitative measures used to estabUsh credit ratings, and more stringent 

5 adherence to the range of values used in quantified measures. 

6 Q. What was involved in tiie assessment of finandal arrangements? 

7 A. Moody's asked die Company to provide a listing of any "rating triggers'^ 

8 contained in any contract or arrangemoit and copies of HECO's Une of credit 

9 agreements. S&P requested Uquidity information and requested responses to 

10 another survey regarding rating triggras, whidi needs to be updated annuaUy. 

11 Q. What arc some examples of renewed focus on established criteria? 

12 A In May 2003, S&P pubhshed an i^xlate ofits metiiodology for evaluating PPAs. 

13 See S&P pubUcation entitied "'Buy Versus Build*: Debt Aspects of Purchased-

14 Power Agreements" in HELCO-1813. In 2004, S&P pubUshed new guidelines 

15 for business risk assessments. See S&P pubUcation entitied **New Business 

16 Profile Scores Assigned for U.S. UtiUty and Power Companies; Finandal 

17 Guiddines Revised" in HELCO-1814. 

18 Q. What are some examples of more stringent adherence to guidelines? 

19 A S&P required companies to maintain finandal ratios within stated criteria. 

20 Furthermore, as I mentioned, S&P recentiy reassessed HELCO's PPAs and 

21 increased the risk fector that it q>pUes to calculate the imputed dd>t related to the 

22 purdiase power contracts. The risk fiictor was raised fiom 15% to 30%. This 

23 resulted in doubUng tiie 'in:q)uted ddit" for HELCO, which I discuss later. 

* A "ratii^ trigger" is \(4ien a contract or anangement inchides a provision that is triggered by a cettain 
type of credit ratiz% change. 
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1 Changes in Accounting Treatment 

2 Q. What changes in accounting treatment impact HELCO? 

3 A. Included in the wave of new accounting guidance were two that may si^ficantiy 

4 impact HELCO which I will discuss in detail: 

5 1) Emerging Issues Task Force Issue No. 01-8 "Determining Whether an 

6 ArrangCTient Contains a Lease" ("EITF 01-8") 

7 2) Financial Accounting Standards Board Interpretation No. 46 (revised 

8 Decemba: 2003) "ConsoUdation of Variable hiterest Entities" ("FIN 46R") 

9 EITF 01-8 

10 Q. What is EITF 01-8? 

11 A. EITF 01-8 spedfies criteria under which service contracts, such as PPAs, are 

12 determined to be lease arrangements and subject to the requirements of Statement 

13 of Accounting Standards No. 13 "Accounting for Leases". See KPMG 

14 pubUcation entitied "Lease Arrangements Have Broadened" in HELCO-1815. 

15 Q. How has EFTF 01-8 impacted HELCO? 

16 A EITF 01-8 applic prospectivdy to arrangements agreed to, modified, or acqdred 

17 after May 28,2003*". Thcrefijre, EITF 01-8 affects contemplated new 

18 arrangements and contemplated modifications to existing arrangements. HELCO 

19 wiU discuss the potential unpUcations of EITF 01-8 in conjunction with 

20 negotiations for any new or modified PPA The major tiu^t to HELCO's capital 

21 structure is the possibility tiiat a PPA wiU be deemed an "arrangement containing 

22 a lease" and that the lease may be deemed to be a coital lease. C ^ t a l leases are 

'** The consensus in this Issue should be applied to (a) anangemente agreed ta or committed to, if earlier. 
a&a the beginniî  of an entity's next reporting period beginning afier May 28,2003, (b) auxngements 
modified after the beginning of an enti^'s next reporting period beginning afier May 28,2003, and (c) 
arrangemeitfs acquit in business comJiinations initiated aiter the bê imiing of an entity's next reporting 
period beginning after May 28,2003. EITF 01-8 par. 16. 
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1 considered a form of debt which would result in additional leverage being 

2 inchided in HELCO's csqiital structure. 

3 Ofits existing PPAs, reassessments of tiie HEP and PGV contracts have not 

4 been triggered.'^ HRD's amended contract and Apollo's restated and amended 

5 contract are considered capital leases within the scope of EITF 01-8. However, 

6 because there are no minimum lease payments since the payments are contingent 

7 on the wind, the impact ofthe omtracts on HELCO's capital structure are nil. 

8 FIN46R 

9 Q. What is FIN 46R? 

10 A. FIN 46R is an intexpretation of Accounting Research Bulletin No. 51, 

11 "ConsoUdated Finandal Statements". It changed the criteria used to determine 

12 whether and how certain relationships should be reported on consolidated 

13 finandal statancnts. The primary objective of FIN 46R is to provide guidance on 

14 the identification of, and finandal reporting for, entities over which control is 

15 achieved through means other than voting rights. Entities meeting certain spedfic 

16 criteria are deemed "variable interest entities" ("VIE'O. If an entity is determined 

17 to be a VIE, HELCO must determine Aether or not HELCO is the '^primary 

18 benefidary". "Primary beneficiary" is tiie enterprise that wiU absorb a majority of 

19 ^3s entify's expected losses, if they occur, or recdve a majority ofthe entity's 

20 expected residual retums, if they occur, or botiL The primary beneficiary must 

21 consoUdate tiie VIE. See summary section ofFIN46R in HELCO-1816. 

22 Q. How has FIN 46R impacted HELCO? 

" A reassessment of n î̂ her the arrangement contains a lease after die inception of the arrangement shall 
be made only if (a) there is a change in the contractual tenns, (b) a renewal option is exercised or an 
extensicni is agreed to by die parties to die airaî emeitt, (c) diere is a change in die determination as to 
Aether or not fulfiUmeot is dependoit on specified property, plant, or equqnoent, or (d) diere is a 
substantial physical chai^ to the ̂ wcified property, plant, or equqiment EITF 01-8, par.l3. 
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FIN 46R may change the accounting for certain PPAs. In addition, there may be 

other potential fiiture transactions that are affected by FIN 46R 

What is tile unpact of FIN 46R on PPAs? 

Assessment of tiie potential impact of FIN 46R on HELCO's PPAs is ongomg. 

Throughout the electric industry, there have been numerous issues raised as to 

whetiier and/or how FIN 46R should be ^>pUed to PPAs. Altiiough the power 

purdiaser has no ownership interest in the power producer, certain interpretations 

of FIN 46R would result in the power purchaser consoUdating the finandal 

statements ofthe power producer. 

The accounting profession recognizes that there is inconsistency in f ^ l y i n g 

and problems m implementing FIN 4 6 R The electric industry is hopeful that 

additional guidance on FIN 46R wiU be forthcoming*^; however, there is no 

assurance of fiirther guidance. 

HELCO has requested information fixmi HEP, PGV, HRD, and Wailuku 

River Hydrodectric, and they have declined to provide informatioiL^^ Due to file 

restated and amended PPA that HELCO has with ApoUo, ApoUo is required to 

provide infonnation necessary to determine if HELCO must consoUdate ApoUo 

" In June 2004, ETIP released ETTT 04-7, "Determining Whedier an Interest Is a Variable Interest in a 
Variable Interest EntiQr." EITF 04-7 was in reqionse to concerns by constitiiaits diat FIN 46R is unclear 
as to how a n^nrting enteiprise should detennine whether a contract absoiba variability of an entity's net 
assets exclusive of wiable interests; that is, whether the contract should be considered a variable interest 
Different qqnoacbes tor maldng diat detominaticm have been developed and used, nliich has resulted in 
inconsistent identification of certain interests as variable interests. The issue was discussed at die June 
30-July 1,2004 EFTF meeting and further discussicm is expected at a fiitise meeting. See HELCO-1817. 
" FEN 46R specifies: "An enterprise with an interest in a variable interest enti^ CM* potential variable 
inteiest entity created before December 31.2003, is not required to jqiply diis lnter[M«tati 
if the enterprise, after maldng an exhaustî v eSott is unable to obtain the information* necessary to (1) 
detennine whetiier the enti^ is a variable interest entity, (2) detennine whether the entei;»ise is the 
variable intearest enti^'s primaiy beneficiaiy, or (3) perfonn the accounting required to consoUdate the 
variable interest enti^ Soc v/iadb it is detennined to be die primaiy beneficiary. "This inability to obtain 
die necessary Infonnaticm is e]q)ected to be infixquent, eqteciaUy if the enteiprise participate 
significantly in the design or redesign of die entity." 
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1 under FIN46R HELCO is in the process of obtaining the information necessary 

2 to complete its determination of whether Apollo is a VIE and, if so, whether 

3 HELCO is the primary benefidary. 

4 Q. How is the PPA accounted f(^ in this rate appUc^on? 

5 A. Because HELCO is stiU in the process of obtaining the infonnation necessary to 

6 complete its determination of whetiier ApoUo is a variable interest entity and, if 

7 so, vdiether HELCO is the primary benefidary, this rate ̂ ipUcation currentiy 

8 does not include any impacts of FIN46R 

9 The Economy 

10 Q. How has the economy changed? 

11 A. The terrorist attacks on America on September 11,2001 and the subsequent war 

12 on terrorism and Iraq war, severely impacted the economy. While the economy 

13 has recentiy rebounded, HELCO did endure several years of slow economic 

14 growth, particularly in tourism, and increased cost of fod. 

15 Q. How has the economy impacted the industry? 

16 A. The industry saw a decline in creditworthiness and increased competition for 

17 investor fimds. The sluggish economy and the industry restructuring, which I 

18 discussed earUer, resulted in unprecedented number of credit downgrades 

19 beginning in 2000 through 2003. In more recent years, while more balanced tiian 

20 in previous years, there continued to be more downgrades than upgrades. 

21 Q. How has the economy impacted HELCO? 

22 A. The economy has impacted HELCO in several areas: 

23 1) Hie recent economic situation reflected the potential volatiUty of the 

24 tourism market, and fuel oil prices, which emphasizes the vulnerabiUty of 

25 operating in an island environment As I discussed earUer, these are among 
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1 the major business risks feced by the Company. 

2 2) The economic situation in the United States resulted in ti^tened capital 

3 markets which prompted the federal government to lower interest rates in 

4 recent years. Lower interest rates have allowed tiie Company to redeem or 

5 retire sev^al issuances of hi^er cost obUgations and issue lower cost 

6 securities. The results ofthe refinancings are reflected in HELCO's 

7 embedded long-term debt, hybrid securities and preferred stock. Ratepayers 

8 will pay less in interest and preferred dividends as a result ofthe interest 

9 rate environmait that prevailed in recent years. 

10 3) The threats of terror attacks have increased the need for physical security of 

11 our fitdUties and increased the cost of securify and insurance. 

12 Q. How do HELCO's business r i ^ impact its cs^ital structure? 

13 A. Increased business risks have increased tiie pressure to reduce finandal risk in 

14 order to maintain the Company's credit rating. Since HELCO cannot control 

15 much ofthe business risk it feces, HELCO must be resolute in controUing its 

16 finandal risk. Hie primary means ofreducing its finandal risk is by increasing 

17 or, at minimum, maintaining the proportion of equity in its capital structure. 

18 Financial Risk 

19 Q. What do rating agendes consider in evaluating financial risk? 

20 A. Finandal risk considerations include finandal characteristics, finandal poUcy, 

21 profitabiUty. capital structure, cash flow protection and finandal flexibiUfy. 

22 Q. How do rating agendes measure finandal risk? 

23 A To assess the finandal risk of a company, the rating agendes examine a number 
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1 of measures, including the foUowing'̂ : 

2 I) Funds fixmi operations/intaest coverage - measure of abiUty to pay interest 

3 fiom operations. 

4 2) Funds fitim operations/total debt - measure of ability to pay total debt fixmi 

5 operations. 

6 3) Total debt to total capital-measure ofthe finandal leverage used by the 

7 conq)any. 

8 Q. What are HELCO's projected ratios for tiie test year? 

9 A. HELCO's projected ratios are provided on HELCO-1818. 

10 Q. What are the impUcations of the projected ratios? 

11 A A con^arison of HELCO's projected ratios to the finandal guidelines appUcable 

12 to HELCO is shown on HELCO-1818. Based on a current business profile 

13 assignment of "5", without rate reUef : 

14 • the fimds from operations/interest coverage ratio is indicative of a BBB rating 

15 (3.4 m BBB range of 2.8-3.8), 

16 • the fimds fiom operationsAotal deAit ratio is indicative of a BB/BBB rating (15 

17 in BB range of 10-15; BBB range of 15-22) and 

18 • die total dd>t/total capital ratio is indicative of a BBB rating (53 in BBB range 

19 of60-50). 

20 Witii rate reUef: 

21 • t h e funds fiom opoations/interest ooverage ratio is indicative of a A/AA 

22 rating (4.5 m A range of 3.8-4.5; AA range of 4.5-5.5), 

23 • the funds fiom operations/total debt ratio is indicative of an A rating (23 in A 

" Standard A Poors "New Business Profile Scores Assigned for U.S. Utility and Power Con^anies; 
Financial Guidelines Revised" dated Jime 2,2004 in HELCO-1814. 
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1 range of 22-30) and 

2 • no diange to the total debt/total cqiital ratio which is indicative of a BBB 

3 rating (53 m BBB range of 60-50). 

4 Q. How does the Company's capital stmcture affect its finandal risk? 

5 A. Companies that have more debt Cess equity) are deemed to have hi^er filnandal 

6 risk than companies that have less dd>t (more equity). 

7 Q. What adjustments to debt amounts rqwrted on the Company's finandal 

8 statements do credit rating agendes make? 

9 A. S&P has indicated that they make adjustments in two areas: 

10 1) Imputed debt for PPAs 

11 Tlie oedit rating agendes have determined that certain obUgations ofthe 

12 Company that are not reported as liabiUties on the Company's balance sheet 

13 should be reflected as debt in the ratios used to evaluate the Company's risk 

14 profile. In order to c^ture the risks assodated with these obUgations, the 

15 credit ratmg agendes calculate "unputed ddit" In HELCO's case, the 

16 credit rating agendes impute dd}t fiir its firm capadty PPAs. 

17 2) Equity credit for hybrid securities 

18 Hybrid securities have certain features tiiat are equity-like. In calculating 

19 ratios, S&P treats hybrids as debt, but gives some equity credit for the 

20 hybrids. The equity aspects ofthe hybrids decline over time. 

21 Q. How does S&P calcdate tiie inq)uted debt for tiie PPAs? 

22 A. S&P takes the present value of the total fixed payments over the tife of the 

23 contracts, using a 10% discount rate for the present value calculation. It then 

24 determines a risk fector to apply to the contract to reflect the riskiness to the utiUty 

25 based on the terms of the contract and assurances of cost recovery. S&P recentiy 
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1 refined its approach to assigning risk fectors. S&P increased the risk fector that it 

2 uses for HELCO's contracts fiom 15% to 30%, based on ths existing contracts 

3 being in base rates and the ECAC.'^ The risk fector is applied to the present value 

4 of the fixed payments under the contract to calculate the imputed debt: 

5 Risk Factor x Present Value of Fixed Contract Payments - Imputed Debt 

6 Q. What is tiie unpact of tiie imputed debt for tiie PPAs on HELCO's total debt to 

7 total c£q>italization ratio? 

8 A The imputed debt for HELCO's PPAs increases its December 31,2005 total dd>t 

9 to total capitaUzation ratio fix)m 48% to 53% as shown on HELCO-1818. 

10 Q. Why is it important for the Conqiany to establish and maintain a sound csxpitaX 

11 structure? 

12 A. Whereas the Company has Uttie ccmtrol over many ofthe business risks it feces, 

13 the capital structure impact on finandal risk is a risk that the Company can largely 

14 control. 

15 Q. What are the Company's test year c£^ital structure ratios? 

16 A The test year coital structure is comprised of 7.59% short-term debt, 37.44% 

17 long-term debt (nliich includes 30.96% revenue bonds and 6.48% taxable ddit), 

18 2.41% hybrid securities, 1.73% cumulative preferred stock, and 50.83% common 

19 equity. These capital structure ratios are qipropriate to at least maintain HECO's 

20 existing credit ratings, ofwhich HELCO's coital structure is a part Hiroug^ 

21 ongoing discussions and poiodic meetings witii the credit rating agendes, we are 

22 able to stay informed of investor perceptions of the Company. Feedback finm the 

23 rating agendes is key in considering these ratios. 

'̂  S&P fiirther indicated that cost recovery that is assured by legislation would wairant a 15% risk &ctcff. 
Conversely, if cost recovery did iK»t include energy price flucbiations recovered though ECAC, a risk 
&ctor of 50% would be appropriate. 
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1 Q. How do these ratios compare to what was allowed by the Commission in 

2 HELCO's last rate case [Docket No. 99-0207 (HELCO 2000 Test Year Rate 

3 Case)]? 

4 A. In D&O 18365, Docket No. 99-0207, tiie Commission established rates based on a 

5 capital stmcture of: 5.78% short-term debt, 36.78% long-term debt, 7.75% hybrid 

6 securities, and 49.69% common equity. The proportion of common equity 

7 increased sUghtiy since its last rate case in 2000 as HELCO's business risk has 

8 increased. In response to the increase in business ri^ HELCO has found it 

9 necessary for the proportion of equity to increase. On several occasions over the 

10 past several years, we have recdved indications fiom the rating agendes that 

11 lower credit rating were bdng considered unless HECO, of wbidi HELCO is a 

12 part, was able to inoease the equity in its capital structure. 

13 Q. How wiU customers benefit fix)m the increase in equi^ in HELCO's coital 

14 structure? 

15 A. Maintaining credit quaUfy wiU provide continued access to the coital markets to 

16 fund capital projects in order to fulfiU our obUgation to provide electric service. It 

17 provides continued assurance of reasonable financing rates, terms and conditions. 

18 SOURCES OF INVESTOR FUNDS 

19 Q. What are the Company's sources of coital fimds? 

20 A Tlie Company has the following sources of capital fimds: 

21 1) Short-Term Borrowings, 

22 2) Long-Term Borrowings (revenue bonds and taxable debt), 

23 3) Hybrid Securities, 

24 4) Cumulative Preferred Stock, and 

25 5) Common Stock. 
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1 Q. Please describe the Company's short-term borrowings. 

2 A. HELCO borrows short-term fiom HECO, when HELCO has cash needs. 

3 Q. Please describe the Company's long-term borrowings. 

4 A. The Company's long-term borrowings consist of revenue bonds issued by the 

5 State of Hawaii and taxable dd)t The proceeds ofthe revenue bond issuances are 

6 loaned to HELCO by the State. HELCO is obUgated to repay the interest and 

7 prindpal of the bonds. Interest income to revenue bondholders is generaUy not 

8 taxable for Federal and State of Hawaii income tax purposes, therefore investors 

9 are willing to accept lower interest rates tiian taxable investments. Ratepayers 

10 benefit through the lower cost source of fimds, as wiU be more fiiUy described 

11 later in my testimony when I discuss the revenue bond savings calculations. 

12 Q. Please desoibe the new taxable debt issuance that is reflected m tine Company's 

13 long-term borrowings for the 2006 Test Year. 

14 A At the time the estimates were prepared, the Company assumed it would issue S50 

15 milUon of taxable ddit, at a 6% interest rate. Accelerated tax depreciation 

16 assumptions for the test year consistent witii taxable debt financing are reflected in 

17 the exhibits and wori^^ers for wimess T-13. 

18 An appUcation for the approval ofthe taxable ddit finandng was filed with 

19 the Commission on December 29,2005, Docket No. 05-0330, and is pending 

20 ^jproval. The long-term borrowings for 2006 may have to be updated later, 

21 depending on the outcome of the finandng docket, with consist^t revisions in 

22 depredation assumptions, if any. 

23 Q. Please describe the Company's hybrid securities. 

24 A Hybrid securities have some debt-like features and scmie equity-like features, 

25 hence the nmie "hybrid". HELCO's hybrid securities consist of junior 
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1 subordinated deferrable interest dd)entures ("QUIDS"). The QUIDS are sold to 

2 trusts which exist for the purpose of issuing cumulative quarteriy income 

3 preferred securities C*QUIPS"). The QUIPS have features similar to tiie QUIDS 

4 and are sold to third parties. An iUustration of the transaction is shown on 

5 HELCO-1819. QUIDS have a lower afler-tax cost tiian preferred stodc because 

6 the periodic interest payments are deductible fiom taxable income, as are interest 

7 payments on traditional long-term debt The equity-like features ofthe QUIDS 

8 are that they are deeply subordinated, have long maturity, and have a feature tiiat 

9 permits the deferral of payments for a period of time. 

10 Q. Please describe the Company's cumulative preferred stock. 

11 A. Preferred stock issuances have stated dividend rates and may have sinking fund 

12 redemption provisions. Preferred dividends must be paid before dividends to the 

13 common shareholder can be paid. 

14 Q. Please describe the Company's common equity. 

15 A As a w^oUy-owned subsidiary of HECO, the Company's common equify balance 

16 consists of tiie funds invested by its shardiolder as weU as income earned by the 

17 shareholder, but not distributed to it (retained earnings). 

18 CAPITAL STRUCTURE 

19 Q. How did you estimate the balances of each of the sources of investor funds? 

20 A. We started with tiie recorded balances as of December 31,2005, then we 

21 estimated changes in 2006. 

22 Q. How were the changes estimated? 

23 A. The estimate of changes was derived fiom the sources and uses of investor funds 

24 (e.g. eamings and csqiital expenditures) and redemptions or new issuances of 

25 external financing. 
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1 Q. How is HELCO's external financing plan determined? 

2 A. The Company's external financing plan is structured to axMeve the sound capital 

3 structure discussed earUer in my testimony. 

4 Short-Term Borrowing Balance 

5 Q. What is the average short-term borrowing balance for test year 2006? 

6 A. The Company climates average shc^-tom borrowings of $29 miUioiL The 

7 calculation ofthe average balance is shown on HELCO-1802. 

8 Q. How was the average annual short-term ddit amount for test year 2006 computed? 

9 A. The average short-term dd>t amount was computed by averaging the recorded 

10 short-term debt balance at the end of 2005 and the estimated short-term ddit 

11 balance at die end of 2006. 

12 Q. How was the year-end 2006 short-term debt balance estimated? 

13 A We started with die recorded short-term debt balance as of December 31,2005. 

14 The recorded year-end 2005 balance was then adjusted for estimated changes m 

15 2006 to come to an estimated year-end 2006 balance. 

16 Long-Term Borrowing Balance 

17 Q. What is tiie average long-term borrowing balance for test year 2006? 

18 A. The Company forecast average long-term borrowings consist of revenue bonds of 

19 $117 miUion and taxable ddit of $25 milUon. The detailed Ust of revenue bond 

20 and taxable debt issuances, and other adjustments that constitute tiie average 

21 balance, are shown on HELCO-1803 and HELCO-1804. 

22 Q. How was the average annual long-term debt amount for test year 2006 computed? 

23 A. The average long-term dd>t amount was computed by averaging the net proceeds 

24 ofthe components of long-term ddit (revenue bonds and taxable debt) at ths end 

25 of2005 and 2006. 
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1 Q. How was the year-end 2006 net proceeds of long-term debt balances estimated? 

2 A- We began with the long term dd)t balance as ofDecember 31,2005. Based <HI the 

3 expected finandng needs ofthe Company, the terms ofthe debt currentiy 

4 outstanding and the prevailing interest rates, we antidpate that HELCO would 

5 have one new taxable debt issuance in 2006. 

6 We tiien calculated the net proceeds as of year-end 2006. The net proceeds 

7 are equal to the feee amount, or par value, ofthe securities, less any unamortized 

8 balances of: 

9 1) issuance costs, 

10 2) issuance discoimts, 

11 3) revenue bond investment differentials, and 

12 4) redemption costs. 

13 Only "drawndo wn amounts" are mcluded in tiie calculation of net proceeds. 

14 Q. What are issuance costs? 

15 A. Issuance costs are costs incurred as a result of selling securities. They include 

16 legal costs, insurance costs, printing costs, underwriters' fees, and other 

17 miscdlaneous costs of issuing the securities. 

18 Q. What are issuance discounts? 

19 A Issuing a security at a discount means that it was sold for less than its feee value. 

20 At maturity, the fiiU face value wiU be paid to the bondholder. This approach is 

21 attractive to certain buyers who are willing to take the security at a lower effective 

22 interest rate in order to get the coital ^ipredation fiom the discounted price to 

23 the par value at maturity. 

24 Q. Why are bonds sometimes sold at a discount? 

25 A. Selling at a discount can sometimes reduce tiie effective cost of the bonds. 
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1 including the amortization ofthe issuance discount 

2 Q. What are revenue bond investment differoitials? 

3 A. The proceeds fiom revenue bond sales are put in a construction fimd administered 

4 by a Trustee. "Drawdowns" fiom the fimd are made for quaUfied projects. Hie 

5 undrawn proceeds left in the construction fund are invested and earn interest 

6 income untU they are needed to fimd projects. At the same time, interest 

7 payments must be made to the revenue bond holders for aU of lhe revenue bonds, 

8 including those bonds that provided money StiU in the construction fimd. The 

9 investment differential is effectively the difference between the eamings and the 

10 interest costs ofthe undrawn proceeds in the construction fimd. 

11 Q. What are the possible types of revenue bond investment differentials? 

12 A. Revenue bond investment differentials can result in any of these situations: 

13 1) "net expense", or negative investment differential ~ interest income is less 

14 tiian the interest expense assodated with the undrawn proceeds; 

15 2) *hiet income", or positive investment differential - interest income is more 

16 than the interest expense assodated with the undrawn proceeds; or 

17 3) No investment differential - net expense equals net income 

18 HELCO-WP-1803 p. 4 shows details ofthe revenue bond investment differentials. 

19 Q. What are redomption costs? 

20 A. Redemption costs are incurred as a result of redeeming securities eariy (before 

21 their maturity dates) in order to achieve cost savings by replacing existing 

22 securities with less expensive securities. When the Company redeems a security 

23 before its maturity date, it is usuaUy required to pay to the holder of the security 

24 its par value plus an additional amount called a redemption premium. 

25 Redemption costs include rectenption premiun^ and other miscellaneous costs 
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1 sudi as legal and trustee fees. 

2 Q. What are "drawndown amounts"? 

3 A. The proceeds fitmi revenue bond sales are put in a constmction fund administered 

4 by a Trustee. **Drawdovims" fiom the fund are made for quaUfied expenditures. 

5 "Drawndown amounts" refer to the disbursements fcom the fimd to the Company. 

6 Q. Why are some fimds left undrawn? 

7 A. Funds are left in the construction fund when there are no quaUfied expenditures to 

8 siqiport the disbursement fixim the fimd or it is not economic to support the 

9 disbursement fixim the fimd with a spedfic project due to tax consequences. 

10 Q. Why does HELCO sometimes seU bonds before it needs tiie money? 

11 A. HELCO sometimes seUs the bonds before it needs the money for several reasons: 

12 1) to obtain as much low cost tax-exempt finandng as it can before possible 

13 dianges in legislation curtail tiie availability of tiiis form of financing; 

14 2) to secure an aUocation of revenue bonds fixmi the limited amount of revenue 

15 bond "cap" tiiat the State of Hawau Department of Budget and Finance 

16 recdves eadi year, and 

17 3) to save costs; it generaUy costs less to do less fiequent, larger sales, instead 

18 of several smaUer sales. 

19 However, HELCO would sdl bonds only if it is projecting an eventual need for 

20 tiie fimds. 

21 Q. Why are the net proceeds used to determine the average balance? 

22 A. We use tiie net proceeds because the net amount is all the fimds fix>m those 

23 security sales that provide cash available to be invested in assets. 

24 Hybrid Securities Balance 

25 Q. What is tiie average hybrid security balance for test year 2006? 
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1 A. The Company estimates average hybrid securities of $9 milUon. The hybrid 

2 security issuance that constitutes the average balance is shown on HELCO-1805. 

3 Q. How was the average annual hybrid security amount for test year 2006 computed? 

4 A. The average hybrid securify amount was computed by averaging the net proceeds 

5 of hybrid securities at tiie end of 2005 and 2006. 

6 Q. How was the year-end 2006 net proceeds ofhybrid securify balances estimated? 

7 A We began with the balance as of December 31,2005. HELCO does not antidpate 

8 any redemptions or new issuances to impact the hybrid securities balance in 2006. 

9 We then cdculated the net proceeds as of year-end 2006. Tlie net proceeds for 

10 hybrid securities are equal to the feee amount ofthe QUIDS less any unamortized 

11 balances of issuance costs and redemption costs. 

12 Preferred Stock Bdance 

13 Q. What is the average preferred stock balance for test year 2006? 

14 A. The Company estimates avoage preferred stock of $7 milUon. The detailed Ust of 

15 preferred stock issuances and adjustments which constitute the average balance is 

16 shown on H£LCX>-1806. 

17 Q. How was the average annual preferred stock amount for test year 2006 computed? 

18 A. The averag preferred stodc amount was computed by averaging the net proceeds 

19 of preferred stock at tiie end of 2005 and 2006. 

20 Q. How was the year-end 2006 net proceeds ofpreferred stock balances estimated? 

21 A We began with the December 31,2005 balances. The Company does not 

22 antidpate any new issuances or redemptions ofpreferred stock between the 

23 recorded year-end 2005 throug 2006. The net proceeds are equal to the feee 

24 amount, or par value, of the preferred stock, less any unamortized balances of 

25 issuance costs. The only change to the balance during fhat period is the 
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1 amortization of unamortized costs. 

2 rommon Eouitv Balance 

3 Q. What is the average common equify balance for test year 2006? 

4 A. The Company estimates average common equify of $193 miUiotL The calculation 

5 ofthe average balance is shown on HELCO-1807. 

6 Q. How was the average common equify amount for test year 2006 computed? 

7 A The average common equify amount was computed by averaging the net proceeds 

8 of common equify at the end of 2005 and 2006. 

9 Q. How was the year-end 2006 net proceeds of common equify balance estimated? 

10 A. We began with the recorded December 31,2005 common equify balance. The 

11 unamortized issuance cost of hybrids and preferred stock was restored (added 

12 back) to the recorded common equify balance. The result is the common equify 

13 balance for ratemaking purposes as ofDecember 31,2005. 

14 We then reflected the activity for 2006 for the estimated net changes in 

15 accumulated retained eamings. Tliis calculation is shown in HELCO-1807. 

16 Restoration n f TTnamortized Hvbrid and Preferred Stock Issuance Costs 

17 Q. Why is an amount of common equify equal to the unamortized hybrid and 

18 preferred stock issuance costs restored to the book common equify balance 

19 (mcluded in "Restoration" on HELCO-1807)? 

20 A. For finandal statement purposes, the unamortized issuance costs of hybrids and 

21 prefisrred stock are shown as a reduction to common equify. For ratemaking 

22 purposes, however, they arc shown as a deduction to hybrids and preferred stodc 

23 ratiier than common equify since tiiese costs relate to the hybrids or preferred 

24 stodc 

25 Q. Has the Commission used this adjustment in the past m calculating the Company's 
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1 common equify balance? 

2 A. Yes. In all final Dedsion and Ordera for the Companies* recent rate cases, the 

3 Commission used this adjustment to restore common equify. 

4 Capital Structure Summarv 

5 Q. Ms. Sdcimura, please summarize your testimony of capital structure. 

6 A A coital structure comprised of 7.59% short-term debt, 37.44% long-term debt 

7 (wdiich includes 30.96% revenue bonds and 6.48% taxable debt), 2.41% hybrid 

8 securities, 1.73% cumulative preferred stock, and 50.83% common equify is 

9 aapproptiate. 

10 CAPITAL COSTS 

11 Short-Term Borrowings 

12 Q. What is the estimated cost ofshort-term borrowings fi)r tiie test year 2006? 

13 A The cost ofshort-termbonrowing? for tile test year 2006 is estimated to be 5.0%. 

14 Q. How was the cost of short-term borrowings determined? 

15 A. We began witii tiie most recent Blue Chip Fmandal Forecast*** fiir federal funds 

16 whidi showed quarteriy rates for 2006 of: 4.5%, 4.8%, 4.9%, and 4.9%. We 

17 calculated an average for 2006 of 4.78%. We increased this federal funds rate by 

18 10 basis points to reflect the typical spread between federal fimds rates and 

19 HECO's short-term borrowmg rale. We noted that forecasts for 2006 have 

20 recmtiy been trending iqiward; therefore we rounded our estimate to 5.0%. 

21 Long-Term Borrowings 

22 Q, What is tiie estimated effective cost of long-term borrowings for the test year 

23 2006? 

24 A The estimated effective cost of long-term borrowings for the test year 2006 is 

'̂  Forecast dated March 1,2006. 



DOD-IR-74 
DOCKET NO. 2006-0386 
PAGE 39 OF 73 

HELCOT-18 
DOCKETNO. 05-0315 
PAGE 36 OF 44 

1 5.9% for revenue bonds and 6.2% fiw taxable debt 

2 Q. How was the effective cost of long-term borrowing determined? 

3 A. The effective cost of long-term borrowings was calculated by dividing (a) the total 

4 annual requirement for interest and the amortization of unamortized items by (b) 

5 the net proceeds recdved fix)m the sale ofthe securities. This calculation is 

6 shown on HELCO-1803 and HELCO-1804. 

7 Q. What makes up the annual requirements? 

8 A The annual requirements consist of the annual interest expense plus the armual 

9 amortization of various costs of issuing and carrying the securify. The average 

10 annual requirements for the test year are shown in column (E) of HELCO-1803 

11 and HELCO-1804. 

12 Q. What types of amortized costs are included in calculating the annual requirement? 

13 A Costs assodated with finandngs that are incurred in only spedfic periods, but 

14 result in a benefit during the entire Ufe ofthe securify, are amortized. Amortized 

15 costs include: 

16 1) issuance costs and issuance discounts, 

17 2) revenue bond investment differentials, and 

18 3) redemption costs, unamortized issuance costs for redeemed bonds, and 

19 unamortized investment income differential balances for rede«ned bonds. 

20 Issuance Costs and Issuance Discoimts 

21 Q. Why should ratepayers pay tiie costs of i^uing bonds or issuing th«n at a 

22 discount? 

23 A It is appropriate for ratepayers to pay for the issuance costs and issuance discounts 

24 because the ratepayers get the benefits fiom these actions. 
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1 Revenue Bond Investment Differentials 

2 Q. How is the revenue bond investment differential treated for ratemaking purposes? 

3 A. The treatment ofthe revenue bond investment differential depends on whether 

4 there is net income or net expense. 

5 Q. When there is net income in the revenue bond investment differential, how is it 

6 accounted for in the effective cost of long-term dd>t? 

7 A. When there is net mcome, there are two possible situations: 

8 1) When net income does not have to be rdiated to tiie IRS, the positive 

9 investment differential is amortized, effectively reducing the annual 

10 requiremoits of the bonds. 

11 2) When net income must be rdsated to tiie IRS, the Company's net proceeds 

12 available for use woidd be increased by any net income until it is rebated to 

13 tile IRS in five years." This was done for tiie Series 1988 revenue bonds. 

14 Since increased net proceeds, fiir the same annual requirement, means a 

15 lower effective cost ofthe bonds, customers would recdve the benefit for 

16 the five years that any net income is held by the Company. 

17 Q. When tiiere is net expense m the revenue bond investment differential, how does 

18 the revenue bond investment differential affect the annual requirements of the 

19 revenue bonds? 

20 A. When there is net expense, investment diffoentials are gmeraUy amortized (in 

21 proportion to tiie drawn fiinds) over the Ufe ofthe revenue bonds. This effectively 

22 increases the annual requirements ofthe bonds. 

'^ Generally, for revenue bonds issued after 1986, the net income must be rebated to die IRS (with some 
exceptions), with die first rebate payment due five years after the issue. 
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1 Redemption Costs and I Tnamnrtized Costs for Redeemed Bonds 

2 Q. Why should ratepayers pay the costs of redeeming bonds at a premium, 

3 unamortized issuance costs fi>r redeemed bonds, and unamortized investment 

4 income differential balances for redeemed bonds? 

5 A. It is ^ipropriate for ratepayers to pay fi>r redonption premiums, unamortized 

6 issuance costs for redeemed bonds, and unamortized investment income 

7 differential balances for redeemed bonds because ratqiayers get the benefits fiom 

8 the bond redemptiocu When HELCO pays a premium to refund a hig^ interest 

9 rate bond early, the customers benefit fixim the lower rates ofthe new issuance. 

10 Q. Has the Commission included these types of costs in determining the effective 

11 costs ofthe Company's securities in prior rate cases? 

12 A. Yes. In aU final Dedsion and Orders for the Companies'recent rate cases, the 

13 Commission has included these types of costs in tiie effective cost calculation. 

14 Hvbrid Securities 

15 Q. What is the estimated cost ofhybrid securities for the test year 2006? 

16 A. The estunated effective cost ofhybrid securities for the test year 2006 is 7.50%. 

17 Q. How was the cost ofhybrid securities detennined? 

18 A The effective cost ofhybrid securities was calculated by dividing (a) the total 

19 aimual requirement for interest and the amortization of unamortized items by (b) 

20 the net proceeds recdved fi^m the sale ofthe securities. This calculation is 

21 shown on HELCO-1805. 

22 Preferred Stock 

23 Q. What is tiie estimated cost ofpreferred stock for tiie test year 2006? 

24 A. The estimated effective cost ofpreferred stock for tiie test year 2006 is 8.37%. 

25 Q. How was tiie cost ofpreferred stock determined? 
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1 A. The effective cost ofpreferred stodc was calculated by dividing (a) the total 

2 annual requirement for interest and the amortization of unamortized items by (b) 

3 the net proceeds recdved fi:om the sale ofthe securities. Tliis calculation is 

4 shown on HELCO-1806. 

5 Common Equity 

6 Q. What would be a fair and reasonable rate of return on common stock equify to be 

7 used by the Commission in determining the revenue requirements m this docket? 

8 A. In HELCO T-17, Dr. Roger Morin, a Professor of Finance and an expert in this 

9 area, has detennined that in his opinion a fair and reasonable retum on common 

10 equity for HELCO for test year 2006 would be 11.25%. Dr. Morin did a 

11 comprehensive analysis befijre arriving at his judgment on a feir and reasonable 

12 retum on common equify fi)r HELCO. 

13 Q. Do you accept Dr. Morin's conclusion that a fair retum on common equify fbr 

14 HELCO m tiiis docket is 11.25%? 

15 A. Yes. An aUowed rate of renmi on equify of 11.25% should give the Company an 

16 opportunify to earn a feir and reasonable rate ofretum in the test year, assuming 

17 that the Coinpany obtains adequate rate reUef by the begiiming ofthe test year. 

18 Q. When was Dr. Morin's appraisal of tiie fair retum on equify (**ROE") for HELCO 

19 conducted? 

20 A. It was completed m April 2006. 

2 1 Camtal Costa ^ i immaiy 

22 Q. Ms. Sekimura, please summarize your testimony on cc»sts of cqritaL 

23 A The test year estimates of capital costs for the test year of: short-term debt 5.00%, 

24 long-term debt which indudes revenue bonds 5.90% and taxable debt 6.20%, 

25 hybrid securities 7.50%, cumulative preferred stock 8.37%, and common equify 
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1 11.25% are appropriate. 

2 DETAILED ANALYSIS OF HEI IMPACT NOT NEEDED 

3 Q. Has a comprehensive analysis of HEI's impact on the Companies* cost of coital 

4 been done before? 

5 A. Yes. Dennis Thomas and Assodates, an independent consultant, was hired to 

6 assist the PubUc UtiUties Commission in its investigation of the effects of the 

7 relationship between HEI and HECO on the operations of HECO and its electric 

8 subsidiaries, HELCO and MECO, and their respective ratepayera. In January 

9 1995, Dennis Thomas and Assodates issued a report tided, "Review of the 

10 Relationship betwe^ Hawauan Electric Industries and Hawaiian Electric 

11 Company" (tiie **Thomas Report"). 

12 Q. What did the Thomas Report conclude regarding the impact of HEI on the 

13 Companies' cost of c^ ta l? 

14 A. The Thomas Report concluded the foUowing: 

15 I) "Any impacts of diversification on the yield of HECO's debt obUgations 

16 have likely been transitory and smaU. Hence, tiiere is no reason to beUeve 

17 that the debt costs reflected in HECO's rates have been changed as a result 

18 of HEI's past diversification activities." (Thomas Report, page 132) 

19 2) '*t^st of equity witaesses in HECO rate cases have consistentiy based their 

20 estimates on HECO's finandal parameters and estimates fijr the cost of 

21 equity to coo^iarable dectric utiUties... the poUcy of looking directly at 

22 HECO and comparable electric utiUties, ratiier than HEI's cost of equity, 

23 has served to insulate HECO's ratepayers fiom any impact due to changes in 

24 HEI's cost of equity." (Thomas report, page 131) 

25 3) " . . . diy^sification has not permanentiy raised or lowered the cost of 
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1 c ^ t a l incorporated into the rates that tiie utiUty's customers pay." (Thomas 

2 Rqiort, page 121) 

3 Q. Did the Commission adopt tiie Thomas Report? 

4 A. Yes. The Commission adopted the Thomas Report in D&O No. 15225. hi its 

5 D&O, the Commission also adopted the Department of Defense's 

6 recommendation that in rate i^oceedings tiie Companies " . . . present 

7 comprehensive analysis ofthe impact that the holding company stmcture and 

8 investments in non-utiUty subsidiaries have on its cost of c^ t a l to the utiUty." 

9 However, the Commission stated that i t " . . . wiU apply the recomm^idation on a 

10 case-bv-case basis in the Utilities' respective rate cases." (emphasis added) As a 

11 result, it is our understanding that the Commission will determine whetiier a 

12 "comprdiensive analysis ofthe impact that the holding company stmcture and 

13 investments in non-utiUty subsidiaries have" on the cost of coital of HELCO 

14 should be done in tills case. 

15 Q. In previous rate cases, what have the Companies done to address the issue as to 

16 whether such a comprehensive analysis should be done? 

17 A. HECO, MECO and HELCO retamed Mr. WilUam £. Avera to address tiie issue m 

18 each of flieir latest test year rate cases pocket No. 04-0113 (HECO 2005 Test 

19 Year), Docket No. 97-0346 (MECO 1999 Test Year), Docket No. 97-0420 

20 (HELCO 1999 Test Year), and Docket No. 99-0207 (HELCO 2000 Test Year)]. 

21 Mr. Avera was the Team Leader fi)r Dennis Thomas and Assodates with respect 

22 to those sections ofthe Thomas Report addressing cost of coital issues (including 

23 financial integrity and credit ratings). Mr. Avera's team assembled the material 

24 for Chapter 6 - AvailabUity and Cost of Ci^tal to HECO. 

25 Q. What was Mr. Avera's condusion? 
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1 A. Mr. Avera's conclusion is stated in each of his affidavits dated December 28, 

2 1997 (see MECO-1610 in Docket No. 97-0346), March 1,1998 (see HELCO-

3 1610 in Docket No. 97-0420), October 7,1999 (see HELCO-1710 in Docket No. 

4 99-0207), and November 8,2004 (see HBCO-2118 m Docket No. 04-0113. hi 

5 summary, through evaluations that fiscused primarily on events since the Thomas 

6 report was issued in January 1995, Mr. Avera arrived at the foUowing conclusion: 

7 "In conclusion, my review revealed no evidence that would alter the 
8 conclusions reached in the Thomas Report or indicate a fimdamental change 
9 in investors' perceptions of tiie relationship between HEI and HECO. The 

10 comprehensive analyses conducted in preparing the Thomas Report required 
11 almost an entire year to complete and involved an exhaustive review of 
12 documents and extensive interviews with members of the investment 
13 community in Hawaii, on WaU Street, and in other finandal centers. Given 
14 that the findings ofsuch a comprdiensive review vnth respect to the 
15 availabiUty and cost of capital to HEI and its utiUty subsidiaries would not 
16 be expected to be materiaUy different firom those adopted by the PUC in 
17 December 1996, it is my opinion that the significant expenditure of time and 
18 money involved in conducting such a comprehensive review is not presentiy 
19 warranted." 

20 Q. Did HECO, MECO and HELCO agree witii \fr. Avera's conclusions? 

21 A. Yes. A "comprehensive" analysis, such as that done as part of the Thomas 

22 Report, was not conducted in connection witii the HECO, MECO and HELCO 

23 rate cases. 

24 Q. Did the Commission require tiiat a comprehensive analysis be conducted in any of 

25 those cases? 

26 A. None was required m flie HECO 2005 test year rate case, MECO 1999 test year 

27 case, or die HELCO 2000 test year case. The HELCO test year 1999 rate case 

28 was withdrawn in 1999. 

29 Q. What has HELCO done to address the issue as to whether such a comprehensive 

30 analysis should be done in this case? 
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1 A. HELCO has again retained Mr. Avera. 

2 Q. What is Mr. Avera's current conclusion? 

3 A. Mr. Avera's conclusion is stated in his affidavit, a copy of which is attached as 

4 HELCO-1820. After conducting an evaluation that fi>cused primarily on events 

5 since his last review in 1999, Mr. Avera concluded the same as in his past three 

6 affidavits - in part, '*my review revealed no evidence that would alter the 

7 conclusions reached in the Thomas Report," and "a comprehensive review is not 

8 presentiy warranted." 

9 Q. Does HELCO agree with Mr. Avera's current condusion? 

10 A. Yes. A "comprehensive" analysis, such as that done as part ofthe Thomas 

11 Report, is not warranted in this case. 

12 SAVINGS FROM REVENUE BONDS 

13 Q. H.R.S. Section 39A-208(b) requires that tiie Commission, in every rate case, make 

14 estimates of tiie savings to HELCO's customers resulting fixim the use of spedal 

15 purpose revenue bonds. Have you pr^iared such an estimate for the Commission? 

16 A. Yes. The savings estimate, along with an explanation of the savings calculation, 

17 is shown in HELCO-1821. 

18 CONCLUSION 

19 Q. What is your conclusion regarding the fitir rate of return on rate base for test year 

20 2006? 

21 A The Conqiany beUeves that the rate ofretum on rate base found fiur and 

22 reasonable by the Commission should not be less than its composite cost of 

23 c^tal, and that the Company's composite cost of coital in test year 2006 is 

24 expected to be 8.65%. The 8.65% composite cost of capital includes a rate of 

25 retum on common equity of 11.25%, which is important to the maintenance ofthe 
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2 Q. Does this conclude your testimony? 

3 A. Yes, it does. 
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1 INTRODUCTION 

2 Q. Please state your name and business address. 

3 A. My name is Tayne S. Y. Sekimura and I am the Financial Vice President of 

4 Hawaii Electric Light Company, Inc. ("HELCO" or the "Company"). My 

5 business address is 900 Richards Street, Honolulu, Hawaii, 96813. 

6 Q. Have you previously testified in this proceeding on the retum on rate base? 

7 A. Yes, I have presented direct testimony as HELCO T-18 and supplemental 

8 testimony as HELCO ST-18 and supporting exhibits and workpapers. 

9 Q. What is the purpose of your rebuttal testimony? 

10 A. The purpose of this testimony is to address the foUowing: 

11 1. Present the Company's updated composite cost of capital which includes: 

12 a. The average 2006 test year based on 2006 recorded balances; 

13 b. Explanation ofthe ratemaking treatment ofthe December 31, 2006 

14 accumulated other comprehensive income ("AOCI") charges to equity for 

15 the defmed-benefit pension and postretirement benefits other than pensions 

16 ("OPEB") plans; and 

17 c. Updated financial ratio calculations. 

18 2. Address the settlement agreement with the Consumer Advocate and the 

19 Consumer Advocate's testimony regarding: 

20 a. The Company's Energy Cost Adjustment Clause ("ECAC"); 

21 b. Cost of capital and financial ratios based on the terms of the settlement 

22 agreement with the Consumer Advocate; 

23 c. Keahole writedown; 

24 d. The Consumer Advocate's proposed pension tracking mechanism; 

25 e. HELCO's proposal for an OPEB tracking mechanism which is patterned 
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1 after the Consumer Advocate's proposed pension tracking mechanism; 

2 f Business risks and the related impact on return on equity; 

3 g. Adjustment to cost of common equity for HELCO's higher risks; 

4 h. Risk of rate base disallowances of construction costs; and 

5 i. The Consumer Advocate's financial ratio calculations. 

6 UPDATED COMPOSITE COST OF CAPITAL 

7 Q. What is HELCO's updated composite cost of capital for test year 2006? 

8 A. HELCO's updated composite cost of capital is 8.61% as shown in HELCO-R-

9 1801. 

10 Q. What updates have you made to the cost of capital calculation? 

11 A. The cost of capital filed in direct testimony was revised to reflect the following 

12 changes: 

13 I. Updated the capitalization balances to reflect December 31,2006 

14 recorded. This changed the short-term borrowing, long-term borrowing, 

15 taxable debt, and common equity amounts. Since these amounts 

16 changed, the proportions of all components of cost of capital changed. 

17 2. Updated the long-term debt eamings requirement based on 2006 

18 recorded. 

19 3. For ratemaking purposes, restored common equity for the AOCI charges 

20 related to pension and OPEB plans as of December 31, 2006. 

21 These changes are shown in HELCO-R-1801, HELCO-R-1802, HELCO'R-1803, 

22 HELCO-R-1804 and the related workpapers. 

23 Short-Term Borrowing 

24 Q. What is the revised average short-term borrowing balance for test year 2006? 

25 A. The average short-term borrowing balance of $50 million, which is higher than 
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1 the $29 million presented in direct testimony, is shown on HELCO-R-1802. 

2 Q. Why did the short-term borrowing balance change? 

3 A. The average short-term borrowing balance increased because the 2006 year end 

4 recorded short-term borrowing balance is higher than the 2006 year end forecast 

5 presented in direct testimony. This was primarily due to the level of capital 

6 expenditures which the Company had anticipated funding with a taxable debt 

7 issuance. Because the taxable debt was not issued in 2006, cash needs were 

8 instead financed with short-term borrowings, 

9 Q. What is the revised estimated cost of short-term borrowings for test year 2006? 

10 A. The 5% estimated cost of short-temi borrowings presented in direct testimony is 

11 still reasonable in light of the 5.18%' experienced in 2006. Therefore, no revisions 

12 were made to the estimated cost of short-term borrowings for the test year 2006. 

13 Long-Term Borrowing 

14 Q. What is the revised average long-term borrowing balance for test year 2006? 

15 A. The average long-term borrowing balance, shown on HBLCO-R-1803, is $117 

16 million, which is slightly lower than the estimate presented in direct testimony. 

17 Q. What adjustments contributed to the change in the long-term borrowing balance? 

18 A. Changes to the long-term borrowing balance are attributable to the 2006 recorded 

19 unamortized cost related to the Syndicated Credit Facility ("SCF") and 

20 unamortized issuance cost related to the revenue bond issuance that the Company 

21 is anticipating in 2007. HELCO's proposal to recover the unamortized SCF cost 

22 through the cost of capital calculation for ratemaking was discussed in HELCO's 

23 response to CA-IR-448. The unamortized balances and calculations are shown on 

5.18% is the 2006 average monthly rate on HELCO's short-term borrowing. The monthly rates on 
HELCO's short-term borrowings are derived from HECO's weighted average commercial paper 
borrowing rate for that corresponding month. 
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1 HELCO-R-1803 and HELCO-RWP-1803. 

2 Q. What is the revised estimated effective cost of long-term borrowings for test year 

3 2006? 

4 A. The Company has revised the estimated effective cost of long-term borrowings 

5 for the test year 2006 to 5.92% from the 5.90% presented in direct testimony. 

6 Q. Why did the effective cost of long-term borrowings increase? 

7 A. The increase in the effective cost of long-term borrowings is due to an increase in 

8 the annual requirement resulting from the annual amortization ofthe SCF cost and 

9 a decrease in the average long-term debt balance as a result of the 2006 recorded 

10 unamortized issuance costs. The calculation ofthe effective rate is shown on 

11 HELCO-R-1803. 

12 Taxable Debt 

13 Q. Why was the taxable debt eliminated from the cost of capital calculation? 

14 A. HELCO did not issue the taxable debt it had planned to issue in 2006. Therefore, 

15 the taxable debt was eliminated from the cost of capital calculation. 

16 Common Equity and Restoration of AOCI Charges 

17 Q. What is the revised average corrunon equity balance for test year 2006? 

18 A. The calculation ofthe average common equity balance of $192 million, which is 

19 slightly lower than the estimate presented in direct testimony, is shown on 

20 HELCO-R-1804. 

21 Q. Why did the average common equity balance change? 

22 A. The change in the common equity balance is due to the 2006 recorded change in 

23 retained eamings. 

24 Q. What are the AOCI charges reflected in HELCO-R-1804? 

25 A. Generally accepted accounting standards prescribe that certain situations result in 
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1 charges to common equify, net of taxes, which are not reflected on the Company's 

2 income statement. These charges are made to an equity account entitled 

3 "accumulated other comprehensive income." In 2006, the Financial Accounting 

4 Standards Board issued Statement of Financial Accounting Standards No. 158, 

5 "Employers' Accounting for Defmed Benefit Pension and Other Postretirement 

6 Plans an amendment of FASB Statements No. 87, 88, 106, and 132(R)" ("SFAS 

7 158"). As discussed by Mr. Fujioka in HELCO RT-9, SFAS 158 changed the 

8 criteria which trigger AOCI charges for defined-benefit pension and OPEB plans. 

9 Q. Has the Company incurred atiy AOCI charge:; to equity? 

10 A. Yes. For financial statement reporting purposes, the Company incurred AOCI 

11 charges retated to pension and OPEB plans as of December 31,2006. 

12 Q. How does the Company propose to treat the AOCI charges for ratemaking 

13 purposes? 

14 A. For ratemaking purposes, the Company has restored common equity for the AOCI 

15 charges, as shown on HELCO-R-1804. As discussed by Mr. Fujioka in HELCO 

16 RT-9, the AOCI charges are included (net ofthe pension and OPEB liabilities) in 

17 rate base. 

18 Q. Why is it proper to restore common equity for the AOCI charges for ratemaking 

19 purposes? 

20 A. Shareholders have invested funds that exclude the deduction from (or addition to) 

21 equity for finmicial statement purposes for AOCI and should be allowed a retum 

22 on invested funds. Therefore, the ratemaking cost of capital should be based on 

23 the equity balance excluding the deduction (or addition) for AOCI. If the AOCI 

24 adjustment is included in ratemaking equity, the equity ratemaking balance will 

25 fluctuate (higher or lower) depending primarily on the market value of the pension 
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1 and OPEB funds. On Exhibit HELCO-R-1805,1 provide an illustration of what 

2 the pension portion ofthe AOCI charge or credit to equity would have been in the 

3 period 1995 to 2006 if SFAS 158 had been in effect. As you can see, AOCI 

4 would have increased equity in 1996 through 2001. In some of those years, the 

5 increase would have been significant. 

6 Q. Does the Commission's mling in Docket No. 05-0310 impact the ratemaking 

7 treatment of the AOCI charge? 

8.. A. No. In Docket No. 05-0310, the Commission mled that the Company could not 

9 • record a regulatory asset for the amounts which would othef.*iise be charged to 

10 AOCI. The Commission did not address the ratemaking treatment ofthe AOCI 

11 charge. 

12 Q. Do the pension and OPEB tracking mechanisms discussed later in your testimony 

13 impact the ratemaking treatment ofthe AOCI charges? 

14 A. Yes. The pension and OPEB tracking mechanisms that are discussed later in my 

15 testimony would eliminate the AOCI charges for both book and ratemaking 

16 purposes. 

17 Revised Capital Stmcture 

18 Q. What is the revised capital stmcture? 

19 A. As a result of the changes just described, a test year capital stmcture consisting of 

20 13.24% short-tem debt, 31.37% long-term debt, 2.45% hybrid securities, 1.75% 

21 cumulative preferred stock, and 51.19% common equity is appropriate. 

22 Updated Financial Ratios 

23 Q. Have you updated the projected financial ratios for the test year as presented in 

24 your direct testimony? 

25 A. Yes. We have updated the financial ratio calculations in HELCO-R-1806. There 
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1 are two sets of ratios. One set is based on HELCO receiving rate relief and 

2 eaming an 11.25% return on common equity. The other set is based on no rate 

3 relief. 

4 Q. What are the implications ofthe updated ratios? 

5 A. A comparison of HELCO's projected ratios to the fmancial guidelines applicable 

6 to HELCO is shown on HELCO-R-1806 (pages 3 and 4). Based on a current S&P 

7 business profile of "5", without rate relief: 

8 • the fimds from operations/interest coverage ratio is indicative of a BBB rating 

9 • (3.5 in BRH range of 2.8-3.8), 

10 • the funds from operations/total debt ratio is indicative of a BBB rating (16 in 

11 BBB range of 15-22), and 

12 • the total debt/total capital ratio is indicative of a BBB rating (55 in BBB range 

13 of60-50). 

14 With rate relief: 

15 • the funds from operations/interest coverage ratio is indicative of an AA rating 

16 (4.6 in AA range of 4.5-5.5), 

17 " t h e funds from operations/total debt ratio is indicative of an A rating (23 in A 

18 range of 22-30), and 

19 ' n o change to the total debftotal capital ratio, which is indicative of a BBB 

20 rating (55 in BBB range of 60-50). 

21 SETTLEMENT AGREEMENT AND CONSUMER ADVOCATE POSITIONS 

22 Energy Cost Adiustment Clause ("ECAC") 

23 Q. Does the Consumer Advocate support the continuation ofthe existing ECAC? 

24 A. Yes. The Consumer Advocate acknowledges the benefits to ratepayers ofthe 

25 existing ECAC and supports its continuation. See testimonies of Mr. Brosch in 
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1 CA-T-1, pages 22-23, and Mr. Herz in CA-T-2, page 64. 

2 Cost of Capital and Financial Ratios Based on the Settlement Agreement 

3 Q. Are the parties in agreement on the capital stmcture for ratemaking purposes? 

4 A. Yes. As a result of settlement discussions, the Consumer Advocate and the 

5 Company agree to use a capital stmcture of 13.24% short-term debt, 31.37%long-

6 term debt, 2.45% hybrid securities, 1.75% preferred stock and 51.19% common 

7 equity. 

8 The Consumer Advocate's capital stmcture in its direct testimony mirrored 

9 . t he Company's direct testimony capital stmcture which was developed prior to the 

10 Company knowing that AOCI charges would apply as of December 31, 2006. 

11 Thus, it was not clear whether the Consumer Advocate's direct testimony capital 

12 structure considered HELCO's actual AOCI charges as ofDecember 31, 2006 or 

13 the restoration to equity for the actual AOCI charges. In settlement discussions, 

14 the Company provided the Consumer Advocate with an explanation ofthe AOCI 

15 restoration. In calculating the average common equity balance for the 2006 test 

16 year, the Consumer Advocate has agreed to use the December 31, 2006 balance 

17 with the AOCI charges restored for ratemaking purposes. 

18 Q. Are the parties in agreement on the cost ofthe various components ofthe capital 

19 stmcture other than the cost of common equity? 

20 A. The parties agreed on the cost of short-term debt of 5.00%, cost ofhybrid 

21 securities of 7.50% and cost ofpreferred stock of 8.37%. As indicated earlier in 

22 my testimony, the long-term debt rate was revised from the 5.90% presented in 

23 direct testimony to 5.92%. HELCO's proposal to recover the unamortized SCF 

24 cost through the cost of capital calculation for ratemaking was discussed in 

25 HELCO's response to CA-IR-448. However, the Consumer Advocate's 
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1 testimony was based on the Company's direct testimony and did not reflect this 

2 update. In settlement discussions, the Consumer Advocate indicated that this 

3 change in long-term debt rate is acceptable if the increase was attributable to 

4 actual transaction costs incurred. The increase in the effective cost of long-term 

5 borrowings is due to an increase in the armual requirement resulting from the 

6 armual amortization of HELCO's share ofthe SCF cost and a decrease in the 

7 average long-term debt balance as a result ofthe 2006 recorded unamortized 

8 issuance costs. The calculation ofthe effective rate is shown on HELCO-R-1803. 

9 Therefore, the long-tern; debt rate is agreed upon at 5.'?2%. 

10 Q. Have the parties reached agreement regarding the cost of common equity? 

11 A. Yes. In the settlement agreement, the parties agreed to a cost of common equity 

12 of 10.7% as presented on HELCO-R-1801. In direct testimony, the Company 

13 requested a cost of common equity of 11.25% as presented by Dr. Morin in 

14 HELCO T-17. Dr. Morin maintains his cost of equity in his rebuttal testimony in 

15 HELCO RT-17 at 11.25%. The Consumer Advocate's witness, Mr. Parcell, 

16 recommends a cost of equity rate of 9.5% to 10.25%. 

17 Q. Why did the Company agree to settle the cost of common equity at 10.7% when it 

18 maintains that a retum on common equity of 11.25% is necessary? 

19 A. The agreement to settle the cost of common equity at 10.7% must be viewed in the 

20 context ofthe settlement agreement in total. As Mr. Lee explains in HELCO 

21 RT-1, the settlement agreement balances the interests of all parties, including 

22 ratepayers and investors. The cost of common equity of 10.7% included in the 

23 settlement agreement was necessary to reach settlement of all issues. 

24 Q. Have you calculated the projected financial ratios for the test year based on the 

25 terms ofthe settlement? 
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1 A. Yes. The fmancial ratio calculations based on the settlement terms appear on 

2 HELCO-R-1806, pages I and 2. There are two sets of ratios. One set is based on 

3 HELCO receiving rate relief and eaming a 10.7% retum on common equity. The 

4 other set is based on no rate relief 

5 Q. What are the implications ofthe ratios based on the settlement agreement? 

6 A. Based on a current S&P business profile of "5", with rate relief based on the terms 

7 ofthe settlement (See HELCO-R-1806, pages I and 2), the resulting ratios 

8 (compared to the ratios based on HELCO's updated cost of capital calculated prior 

: 9 to the settlemehfand shown in HELCO-R-1806, pages 3 anc' 4) indicate the 

10 following: 

11 • the funds from operations/interest coverage ratio is slightly lower and is 

12 indicative of a AA/A rating (4.45 in AA range of 4.5-5.5; A range of 3.8-4.5), 

13 • the funds from operations/total debt ratio is slightly lower and is indicative of 

14 an A/BBB rating (22 in A range of 22-30; BBB range of 15-22), and 

15 • there is no change to the total debt/total capital ratio, which is indicative of a 

16 BBB rating (55 in BBB range of 60-50). 

17 Keahole CT-4 and CT-5 Writedown 

18 Q. What have the Parties agreed to with respect to Keahole CT-4 and CT-5? 

19 A. The settlement reflects a write down of $12,898,000 of gross plant in service (or 

20 $12,000,000 net of accumulated depreciation) and $898,000 of accumulated 

21 depreciation associated with the CT-4 and CT-5 units at the Keahole generating 

22 station, with associated reductions in depreciation expense, accumulated deferred 

23 income taxes, unamortized state investment tax credit ("ITC") and amortization of 

24 state ITC. 

25 Q. What was the Consumer Advocate's position with respect to Keahole CT--4 and 
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1 CT-5? 

2 A. As explained by Mr. Fujioka in HELCO RT-9, the Consumer Advocate 

3 recommended that only $7.3 miUion of allowance for fiinds used during 

4 constmction ("AFUDC") be recovered which compares to the $21.7 million that 

5 HELCO accmed. Stated another way, the Consumer Advocate proposed a 

6 disallowance of $14.4 million ($21.7 million minus $7.3 million) of AFUDC, 

7 before taking into account the offset for accumulated depreciation. As explained 

8 by Mr. Fujioka in HELCO RT-9, approximately $1.5 million of the $14.4 million 

9 was previously approved by the Commission to bc included in rate bas^ whsn the 

10 Commission included Pre-PSD facilities in rate base in HELCO's 2000 test year 

11 rate case (Decision and Order No. 18365 dated Febmary 8,2001 in Docket No. 

12 99-0207). The Consumer Advocate also proposed that certain costs for land use 

13 permitting and related litigation, noise abatement measures, landscaping, and land 

14 rezoning totaling approximately $9.6 million be disallowed (before accumulated 

15 depreciation offset). See Exhibit CA-101 Schedule B-8. 

16 Q. What is the Company's overall position with respect to the above Consumer 

17 Advocate proposals? 

18 A. As covered by other Company witnesses, the costs included represent costs 

19 associated with facilities that are used or usefiil and/or expenses that were 

20 pmdently incurred by the Company to provide electric service. Therefore, the 

21 Commission should include such costs in its determination of revenue 

22 requirements for the 2006 test year. Costs that are pmdently incurred by HELCO 

23 to provide electric service should be recovered from ratepayers. 

24 The rate base calculation used in Hawaii results in a net rate base which 

25 approximately equals the amount of money committed by investors to plant in 
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1 service. Rate base exclusions produce a net rate base which is less than the 

2 amount of investors' funds committed to plant in service, ff the investment is not 

3 in the rate base or in constmction work in progress (where the investors are 

4 compensated through AFUDC), there is currentiy no mechanism to earn a retum 

5 on that investment. The inability to earn a retum on part ofthe money invested 

6 would make it impossible (without offsetting circumstances of some sort) for the 

7 investors to eam the overall rate ofretum detennined fair and reasonable by the 

8:- Commission. This wilt ultimately lead to investors requiring higher retums as a 

. 9 result of the risk of eaming lower retums due to disallowsnces. 

10 Q. Why did the Parties agree to settle this issue? 

11 A. Mr. Lee addresses this from HELCO's perspective in HELCO RT-1. Both parties 

12 recognized that hearings on the issue ofthe Keahole CT-4 and CT-5 would be 

13 long, arduous, and drain resources that they could otherwise put to more 

14 fwoductive use. Many ofthe disputed items resuh from the specific situation and 

15 circumstances surrounding CT-4 and CT-5 rather than from broader policy issues 

16 for which hearings might be more appropriate or necessary. HELCO decided that 

17 ail things considered, it would be best to accept the settlement, bring closure to the 

18 Keahole matter and allow HELCO to focus its attention on meeting the challenges 

19 ofthe future and providing efficient, reliable service to its customers. 

20 Q. How will the settlement impact HELCO investors? 

21 A. As a result ofthe settlement agreement, full recovery of Keahole CT-4 and CT-5 

22 will no longer be deemed probable and the Company's net investment in Keahole 

23 CT-4 and CT-5 will be written down by approximately $12 million. HELCO's 

24 parent company, HECO, will issue a disclosure ofthe settlement in accordance 

25 with the requirements ofthe Securities and Exchange Commission. This 
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1 writedown will result in an after-tax charge to net income in the first quarter of 

2 2007 of approximately $7 million, 

3 Investors in an electric utility, such as HELCO, need to have a realistic 

4 chance to eam the retum determined fair and reasonable on their total investment 

5 in HELCO's electric utility business. Investors expect the Company to be able to 

6 recover prudently incurred costs from its customers. Exclusion ofsuch costs from 

7 revenue requirements reduce income and diminish the abiUty of investors to eam 

8 the fair rate ofretum on equity. 

9 However, acceptance ofthe settlement agreement by the Commission v/iH 

10 eliminate the ongoing uncertainty ofthe ratemaking treatment ofthe Company's 

11 investment in Keahole CT-4 and CT-5. Further, timely rate relief will allow the 

12 Company the opportunity to improve eamings going forward. First quarter 2007 

13 HECO consolidated eamings will be severely impacted. However, because this 

14 action is a one-time event relating to the unique situation at Keahole, the 

15 writedown relating to CT-4 and CT-5 may not significantly adversely impact 

16 investors' long-term perceptions of HELCO and its utility affiliates, 

17 If, however, investors perceive the writedown as part of an overall reduction 

18 in regulatory support for pmdent utility investments, the Company's business risk 

19 profile will increase. If investors perceive higher risks associated with making 

20 utility investments, this will increase the Company's cost of capital over the long 

21 term. 

22 Consumer Advocate's Altemative Proposal - Pension Tracking Mechanism 

23 Q. Does the Consumer Advocate accept the Company's pension cost estimate, 

24 pension asset in rate base, and restoration of equify for pension amount which was 

25 charged to AOCI? 
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1 A. The Consumer Advocate accepts the Company's pension cost estimate. See Ms. 

2 Price's testimony in HELCO RT-10. The Consumer Advocate also accepts the 

3 pension asset in rate base. As discussed by Mr. Fujioka in HELCO RT-9, the 

4 Company does not agree with the Consumer Advocate's method to determine 

5 when it was appropriate to include the pension asset in rate base. The Company 

6 has supported inclusion ofthe pension asset in rate base in Mr. Fujioka's direct 

7 and rebuttal testimonies (HELCO T-9 and HELCO RT-9) as well as in my 

8 rebuttal testimony in Hawaiian Electric Company, Inc. ("HECO")'s 2005 test year 

9 rate case (Docket No. 04-0113, HECO RT-16), Ms. Nanbu's direct testimony in 

10 HECO's 2007 test year rate case (Docket No. 2006-0386, HECO T-10) and Mr. 

11 Matsunaga's testimony in Maui Electric Company, Ltd. ("MECO")'s 2007 test 

12 year rate case (Docket No. 2006-0387, MECO T-9). As I mentioned earlier in my 

13 testimony, the Consumer Advocate accepts the restoration of equity for the 

14 pension and OPEB AOCI charges. The Parties agreed to the pension expense, 

15 pension asset in rate base, and AOCI restoration to calculate revenue requirements 

16 in this rate case; in addition, however, the Consumer Advocate proposed an 

17 altemative pension tracking mechanism. 

IS Q. Please briefly describe the Consumer Advocate's pension tracking mechanism. 

19 A. In CA-T-3, Mr. Carver presents the Consumer Advocate's altemative pension 

20 tracking mechanism. Under the altemative tracking mechanism, an amount is 

21 identified in each rate case as pension costs in rates. Once new rates are effective, 

22 and until rates are changed in a subsequent rate case, the amount of pension cost 

23 in rates is separately tracked. The mechanism requires that the Company make 

24 fund contributions at the actuarially calculated net periodic pension cost ("NPPC") 

25 as determined under generally accepted accounting principles subject to certain 
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1 exceptions.^ (Currently SFAS No. 87, "Employers' Accounting for Pensions", is 

2 the accounting guidance that addresses the calculation of NPPC.) At each rate 

3 case, the cumulative amount of pension cost in rates since the last rate change is 

4 compared to the cumulative amount of contributions to the penston fimd. This net 

5 amount is an addition (if the cumulative fund contributions exceed the cumulative 

6 amount in rates) or deduction (if the cumulative amount in rates exceeds the 

7 cumulative fund contributions) in the calculation of rate base. The test year 

8 ending pension balance in rate base is then amortized over five years beginning 

9 w'nen new rates"are effective. The pension tracking mechanism would also allow 

10 the Company to reverse the pension AOCI charge to equity and create a 

11 regulatory asset for financial statement purposes. 

12 Q. How would the pension cost in rates be determined? 

13 A. The pension cost in rates would be the test year NPPC plus or minus the 

14 amortization ofthe ending pension amount in rate base. If cumulative 

15 contributions have exceeded the cumulative pension amount in rates (an addition 

16 to rate base), the amortization would be an addition to NPPC (i.e., future rates will 

17 be relatively higher). If cumulative pension amount in rates have exceeded 

18 cumulative contributions (a deduction in rate base), the amortization would be a 

19 deduction from NPPC (i.e., future rates will be relatively lower). 

20 Q. Does the Company accept the Consumer Advocate's altemative pension tracking 

21 mechanism? 

22 A. Yes, the Company and the Consumer Advocate have reached agreement on the 

23 pension tracking mechanism proposed by the Consumer Advocate. The Company 

^ The pension funding is further restricted to the ERISA minimum and tax deductible maximum. When 
NPPC is negative, there is no funding requirement. 
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1 proposed certain modifications to the tracking mechanism proposed by the 

2 Consumer Advocate to allow the Company greater flexibility for funding more 

3 than NPPC for certain specified reasons. In addition, the Company proposed 

4 language to clarify how the tracking mechanism will be implemented. Exhibits 

5 HELCO-R-1808 and HELCO-R-1809 reflect CA-304 and CA-305, respectively, 

6 modified for changes which have been agreed to by the Company and the 

7 Consumer Advocate. 

8 Q. Do the revenue requirements filed in this rebuttal testimony, the settlement 

9 agreement; and the Statement of Probable Entitlement assume that the pension 

10 tracking mechanism is adopted? 

11 A. Yes. The revenue requirements filed in this rebuttal testimony, the settlement 

12 agreement, and the Statement of Probable Entitlement all reflect adoption ofthe 

13 pension tracking mechanism. The revenue requirements include $2,554,000, 

14 which is the amortization ofthe ending pension asset balance (ending pension 

15 asset of $12,771,000 divided by 5), in addition to the test year NPPC of 

16 $2,744,000. These amounts are reflected in the testimonies of Mr. Fujioka in 

17 HELCO RT-9 and Ms. Price in HELCO RT-10. In addition, however, an 

18 altemative revenue requirement calculation without the pension tracking 

19 mechanism being adopted in the interim decision and order, and therefore without 

20 the pension asset amortization, is filed with the Statement of Probable 

21 Entitlement. 

22 Q. How does the adoption ofthe pension tracking mechanism impact prior pension 

23 cost recovery? 

24 A. The pension tracking mechanism does not apply retroactively and does not impact 

25 prior pension costs. The pension tracking mechanism applies prospectively from 



DOD-IR-74 
DOCKET NO. 2006-0386 
PAGE 65 OF 73 

HELCORT-18 
DOCKETNO. 05-0315 
PAGE 17 OF 25 

1 the date that the Commission issues an order which: (1) approves the adoption of 

2 the pension tracking mechanism and (2) establishes new rates that explicitly 

3 incorporate the provisions of the mechanism in the new rates. Until the pension 

4 tracking mechanism is adopted, ratemaking treatment of pension is based on the 

5 past practices of this Commission which treat pension expense in generally the 

6 same marmer as other expenses which do not have special ratemaking treatment. 

7 In contrast, for example, fuel. Integrated Resource Planning, and Demand Side 

8 Management expenses have special ratemaking treatment based on specific 

9 Commission orders. HECO's consistent rate-making treatment of pension costs in 

10 the past and the prohibition against retroactive ratemaking to pension were 

11 discussed in HECO's 2005 test year rate case (Docket No.04-0113) Opening Brief 

12 dated December 2,2005 (pages 106 to 110) and Reply Brief of HECO dated 

13 December 19,2005 (pages 5 to 6 and 14 to 16). Pension costs will not have 

14 special ratemaking treatment until the pension tracking mechanism is adopted by 

15 the Commission. 

16 Q. When would the pension tracking mechanism be implemented? 

17 A. The pension tracking mechanism would be effective on the date which the 

18 Commission issues an order vs^ich: (1) approves the mioprion of the pension 

19 tracking mechanism and (2) establishes new rates that explicitly incorporate the 

20 provisions ofthe mechanism in the new rates. If the Commission's interim rate 

21 order in this docket includes: (I) approval to adopt the pension tracking 

22 mechanism and (2) interim rates that explicitly incorporate the test year NPPC of 

23 $2,744,000 and amortization ofthe pension asset of $2,554,000 (as described in 

24 the testimony of Ms. Price in HELCO RT-10 and Mr. Fujioka in HELCO RT-9), 

25 the pension tracking mechanism would be adopted as ofthe date ofthe interim 
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1 rate order. 

2 HELCO's Proposal for a Postretirement Benefits Other Than Pensions ("OPEB") 

3 Tracking Mechanism 

4 Q. Please describe HELCO's proposal for an OPEB tracking mechanism. 

5 A. HELCO has proposed a tracking mechanism for OPEB, which mirrors the pension 

6 tracking mechanism proposed by the Consumer Advocate. The proposed OPEB 

7 tracking mechanism, which incorporates revisions suggested by the Consumer 

8 Advocate, and ccwnments further explaining the mechanism are provided on 

9 Exhibits HELCO-R-1810 and HELCO-R-18U. 

10 Q. Does the Consumer Advocate accept the OPEB tracking mechanism? 

11 A. Yes. 

12 Q. How would implementation ofthe OPEB tracking mechanism impact revenue 

13 requirements in this case? 

14 A. The adoption ofthe OPEB tracking mechanism would not impact revenue 

15 requirements in this docket. However, the OPEB tracking mechanism specifies 

16 ratemaking treatment which allows financial statement treatment of benefit costs 

17 to be smoothed based on the amount of net periodic benefit costs ("NPBC") 

18 established in this rate case and addresses potential situations in the future where 

19 contributions to OPEB tmsts are not equal to the NPBC recognized. Adoption of 

20 the OPEB tracking mechanism would also allow the Company to reverse the 

21 OPEB AOCI charge to equity and create a regulatory asset for financial statement 

22 purposes. 

23 Q. When would the OPEB tracking mechanism be implemented? 

24 A. The OPEB tracking mechanism would be effective on the date which the 

25 Commission issues an order which approves its adoption. If the Commission's 
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1 interim rate order in this docket includes: (1) approval to adopt the OPEB 

2 tracking mechanism and (2) interim rates that explicitly incorporate the test year 

3 OPEB costs of $1,530,400^ (see testimony of Ms. Price in HELCO RT-10), the 

4 OPEB tracking mechanism would be adopted as ofthe date ofthe interim rate 

5 order. 

6 Adiustment to Cost of Common Equity for HELCO's Higher Risks 

7 Q. Do you have any comments on Mr. Parcell's statement on pages 60 through 62 of 

8 CA-T-4 that current circumstances do not warrant the upward adjustment of 35 

9 basis points to HELCO's rate ofretum on equity, as proposed by Dr. M:.rnn in 

10 HELCO T-17? 

11 A. Yes, I do. Although HELCO and the Consumer Advocate have settled on a rate 

12 of return on common equity for this rate case, it is necessary for the Company to 

13 express its position on this issue in response to Mr. Parcell's arguments to the 

14 contrary. Mr. Parcell argues that HELCO's request for a 35 basis point 

15 adjustment above the cost of equity for comparison utilities should be denied in 

16 this proceeding. However, the market-derived cost of common equity for a group 

17 of proxy companies cannot simply be applied to HELCO without further analysis. 

18 A comparison must be made ofthe relative investment risk of HELCO versus that 

19 ofthe proxy companies selected by the experts. When the relative risk 

20 comparison is made, it is clear that HELCO has greater investment risk than that 

21 ofthe proxy ^oup of comparable companies. As a result, the cost of common 

22 equity for HELCO is greater than the market-derived cost of common equity for 

23 such proxy companies. 

^ NPBC of $1,369,800 minus executive life portion of $103,300 plus FAS 106 regulatory asset 
amortization of $263,900 
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1 As Mr. Parcell notes, the Commission in prior Decisions and Orders^ has 

2 recognized that HELCO has greater risks than both the Consumer Advocate's and 

3 HELCO's groups of comparable companies. Taking various risk factors into 

4 consideration, the Commission determined that an adjustment was necessary to 

5 allow for HELCO's greater risks as compared to the comparable companies. In 

6 Decision and Order No. 18365 (dated Febmary 8, 2001) in Docket No. 99-0207, 

7 HELCO's 2000 test year rate case, the Commission stated: 

8 "HELCO urges us to consider adjustments to account for its greater 
9, risk, relative to the comparable companies. We agree that a risk adjustment 

10 is appropriate. HELCO's risk is inherent in its smaller size and is 
11 demonstrated by its higher operating ratio, lower quality of eamings, and 
12 weak level of intemally generated funds for construction. In addition, its 
13 substantial purchase power obligations and bond ratings are matters which 
14 concem us. 
15 We find unpersuasive the Consumer Advocate's assertions that we 
16 need not make any risk adjustments. HELCO is financially weaker and 
17 subsequently riskier than all ofthe proxy groups. Therefore, it is 
18 appropriate to make an adjustment for HELCO's risk. Ultimately, both 
19 HELCO and its customers benefit when HELCO has sufficient fmancial 
20 integrity to attract capital. Accordingly, we believe that an upward 
21 adjustment of 50 basis points is warranted. By this adjustment, the rate of 
22 retum on common equity rises to 11.5 per cent. 
23 We believe that this rate is supportive of HELCO's financial integrity 
24 and will enable HELCO to continue to attract capital." 

25 Mr. Parcell starts his discussion ofthe reasons for his belief that the upward 

26 adjustment is no longer necessary, with a review of the Commission's 

27 adjustments. He notes on page 61 of his testimony that, "the impetus for the 

28 adjustments occurred during the 1993-1994 time period, as reflected in 

29 Commission orders in 1994-1995", during which time HECO. MECO and 

30 HELCO were experiencing downgrades of their securities. He also notes that 

^ See Decision and Order No. 18365 in Docket No. 99-0207, Decision and Order No. 15480 in Docket 
No. 94-0140. and Decision and Order No. 13762 in Docket No. 7764. 
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1 during that time period, the Commission's final rate case decisions were awarded 

2 at a slower pace. However, he made the same contention in HELCO's 2000 test 

3 year rate case (CA-T-l3 at 60.), and the Commission explicitiy found that an 

4 upward adjustment of 50 basis points was warranted, as quoted above. 

5 Mr. Parcell then states that HELCO's financial status has improved and that 

6 the Commission's response time for rate cases has improved and that the Hawaii 

7 Commission is one of a few commissions to have an "above average" rating by 

8 Value Line. He further notes that HELCO's own perceptions of its relative risks 

9 have refteCied a decline as the request of 35 basis points upward adjustinent U 

10 lower than any previous Commission award. While we acknowledge that the 

11 Commission has been supportive, particularly by granting interim rate relief 

12 orders which reduce the negative financial impact of regulatory lag, Mr. Parcell's 

13 claim that HELCO's financial status has improved is unfounded. As shown on 

14 Exhibit HELCO-R-1807, HELCO's rate ofretum on rate base and rate ofretum 

15 on equity have steadily declined since 2002. 

16 Many ofthe factors that adversely impact HELCO's business risk have been 

17 recognized by the Commission in prior rate case decisions and continue to apply 

18 in this case. They include: (I) HELCO's service territory is geographically 

19 isolated; (2) HELCO lacks interties, which precludes the Company from having 

20 other utiHty systems provide reliable backup generation sources; (3) there is a 

21 scarcity of generation sites in HELCO's service territory, (4) HELCO purchases a 

22 substantial percentage of its power through firm capacity contracts, which impacts 

23 HELCO's financial condifion; (5) HELCO's service territory is significantly 

24 dependent upon tourism; (6) HELCO is significantly dependent on oil for electric 

25 generation; and (7) HELCO is a very small company. 
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1 Q. Please summarize the Company's position on whether a risk adjustment applies to 

2 HELCO. 

3 A. The overall risks for HELCO are greater than for the con^parable companies, and 

4 therefore an adjustment to the rate ofretum on common equity is still appropriate. 

5 HELCO needs the continuing support ofthe Commission to help it maintain its 

6 credit and to adequately compensate common stock investors - i.e., support 

7 demonstrated by the Commission's recognition of HELCO's greater business 

8 risks, as evidenced by the Commission's upward adjustment in what it determines 

9 " • to be a fair and reasonable rate ofretum on common equity for HELCO. Loss of 

10 this support would be detrimental in the rating agencies' assessments ofthe 

11 Company's business risks. 

12 The Commission's responsive decisions for HELCO, including the upward 

13 adjustment made to the rate of return on common equity, have been important 

14 factors in helping HELCO maintain its financial integrity. The timing and 

15 adequacy of rate relief (including timely and adequate interim rate relief) affect 

16 the business risks of HELCO and are matters of concem to the rating agencies and 

17 investors. 

18 Q. Is HELCO suggesting that there should be an adjustment to the 10.7% rate of 

19 retum on common equity accepted in the settlement agreement? 

20 A. No. HELCO supports the 10.7% rate ofretum on common equity as part ofthe 

21 global settlement of issues impacting revenue requirements. My testimony is 

22 intended to address Mr. Parcell's pre-settlement direct testimony, and not the 

23 settlement. 

24 Regulatory Process—Risk of Rate Base Disallowances of Constmction Costs 

25 Q. On page 21 of Mr. Parcell's testimony, as part of his discussion regarding the 
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1 regulatory climate in Hawaii, Mr. Parcell asserts that the regulatory process in 

2 Hawaii serves to minimize the risk of rate base disallowances. Mr. Parcel! claims 

3 that the Commission's procedures which provide opportunities to review and 

4 approve expenditures for major constmction projects prior to their appearance in a 

5 rate case proceeding results in significantly reducing the likelihood of rate base 

6 disapproval. He claims this reduces the Company's business risks. Do you have 

7 any comments on this? 

8 A Yes. It is the case that the Commission's prior review of constmction projects 

9 helps to reduce the Company's business risk. The Commission has permitted the 

10 Company's capital expenditures to be included in rate base and has refrained from 

11 disallowing items because of changed circumstances. This is helpful in reducing 

12 regulatory risk, but does not eliminate it completely. There have been cases 

13 where the Companies have had to make substantial commitments of funds prior to 

14 Commission approval under paragraph 2,3(g)(2) of General Order No. 7 in order 

15 to maintain the schedule for a project essential to reliable service. The ability to 

16 move forward on these projects is essential to maintain the Company's obligation 

17 to serve, since the Company is not interconnected with other utiUties and cannot 

18 import power as other utilities can. The writedown related to Keahole CT-4 and 

19 CT-5 eliminates the risk mitigation that Mr. Parcell suggests exists and has been 

20 factored into his retum on equity calculations. 

21 Consumer Advocate's Financial Ratio Calculations 

22 Q. Do you have any comments on CA-414 which Mr. Parcell refers to in his 

23 contention that a 9.88% retum on common equity (the midpoint of his 9.5% to 

24 10.25% range) will provide sufficient eamings for HELCO to maintain its 

25 financial integrity? 



DOD-IR-74 
DOCKET NO. 2006-0386 
PAGE 72 OF 73 

HELCORT-18 
DOCKET NO. 05-0315 
PAGE 24 OF 25 

1 A. Yes. On page 48 of his testimony, Mr. Parcell indicates his belief that his cost of 

2 capital recommendation provides the Company with a sufficient level of earning 

3 to maintain its financial integrity. Mr. ParceU refers to his pre-tax interest 

4 coverage calculation (see CA-414) and indicates that the mid-point of his 

5 recommended range produces a coverage level (which he calculates at 3.38 times) 

6 which is within the benchmark range for a BBB rated utility (2.4-3.5 times). He 

7 also indicates tlmt his calculation ofthe debt ratio is within the benchmark for an 

8 A rated utility (42-50%). 

9 "-̂ •. Assuming a 9.88% retum on common equity (as noted in CA-414), the 

10 Company calculates a pre-tax interest coverage of 3.15 times, vs. the 3.38 times 

11 reflected in CA-414, which is within the benchmark range for a BBB rating (2.4-

12 3.5 times). However, the Company does not agree with Mr. Parcell when he 

13 states that "the debt ratio (which reflects the capital structure as proposed by the 

14 Company) is within that benchmark for an A rated utility." Based on the 

15 percentages presented by Mr, Parcell in CA-414, the Company's total debt to total 

16 capital ratio is 52,6%, which indicates a BBB rating (53% in BBB range of 60-

17 50%). As noted earlier in testimony under the Updated Financial Ratios section, 

18 the Company projects the total debt to total capital ratio for the test year to be 

19 indicative of a BBB rating (55% in BBB range of 60-50%). 

20 CONCLUSION 

21 Q. What is your conclusion as to the appropriate rate of retum on rate base to use in 

22 calculating revenue requirements in this docket? 

23 A, The rate ofretum on its full rate base should not be less than the Company's 

24 composite cost of capital. The settlement agreement, if accepted in total and if 

25 used as the basis for an interim rate increase, wiU provide timely rate relief to the 
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1 Company, and should help HELCO to better achieve and maintain financial 

2 integrity. The settlement agreement includes a composite cost of capital of 8.33% 

3 (Exhibit HELCO-R-1801 page I), including a rate of retum on common equity of 

4 10.7%. 

5 Q. Does this conclude your rebuttal testimony? 

6 A Yes, it does. 
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Sekimura Direc t HECO-1906. 

What return on equity w âs assumed for 2006 and 2007 in order to produce retained eamings 
estimates of $27,998 Mill. And $25,465 Mill, respectively? Please provide supporting analysis. 

HECO Response: 

A retum on equity of 11.25% was assumed for 2006 and 2007, which is the same retum on 

common equity presented in Direct testimony. 
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Sekimura Direct, HECO-1913. 

a) Please provide the spreadsheets used to calculate the financial ratios shown. Please provide 
those electronic documents with cells unlocked, formulas and all source data available. 

b) Please show in detail how the 57% total debt/total capital ratio was calculated. 

c) In HECO-1914, S&P reports the adjusted debt/capital ratio for HEI to be 56.7%. Please 
explain why HEI's consolidated debt/capital ratio of 56.7% is consistent with the 57% shown 
for HECO only on HECO-1913. 

d) What is S&P's most current estimate of HEI's adjusted debt-to-cap itai ratio? Please provide 
supporting documentation from S&P. 

HECO Response: 

a. Please refer to HECO-WP-1913, pages 1 to 14. The electronic version of this worksheet 

was provided to the DOD on May 17, 2007. 

b. Please see the schedule on page 2. 

c. We aie unable to locate the reference to that adjusted debt/capital ratio for HEI of 56.7%. 

In HECO-1914, page 3 and Table 2 on page 5, S&P reports the adjusted total debt-to-cap itai 

ratio for HEI to be 56% and 56.4%, respectively. It appears to be a coincidence that HEI's 

consolidated adjusted total debt-to-cap itai ratio of 56% is close to HECO's adjusted total 

debt-to-cap itai ratio of 57% as shown on HECO-1913. 

d. S&P's most current estimate of HEI's adjusted debt-to-capital ratio is 61%. See S&P's 

report dated May 23, 2007 for HECO provided in HECO's response to DOD-l 1, page 3. 
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HECO 

Short-term Debt 
Hybrids 
IPP Debt Equivalent 
Lease Debt Equivalent 
Long-term Debt 

Total Debt 
Preferred Stock 
Common Stock Equity 

Total Capitalization 

2005 

91,715 
30,000 

302,161 
18,676 

451,132 

2005 Ratio 

6% 
2% 

19% 
1% 

29% 
893,684 
22,293 

655.544 

57% 
1% 

42% 
1,571,521 100% 
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Referring to the Embedded Cost of Service Study in HECO-WP-2001, pages 1 through 161, 
please provide an electronic copy in Microsoft® Excel format, with all formulas intact, including 
all cost of service studies and all functionalization, classification, allocation and unitization at 
present rates, proposed rates and at equal rates of return. 

HECO Response: 

The Embedded Cost of Service Study in HECO-WP-2001 was previously provided 

electronically in this case. However, the Company is providing the electronic files as requested. 

Please refer to the accompanying electronic files in Excel format: "DOD-IR-77 

HECO-WP-2001_Page l.xls" and "DOD-IR-77 HECO-WP-2001_all other.xls". 
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Referring to HECO-WP-2001, page 83 of 161, please provide workpapers showing the 
calculation ofthe Average Excess Demand (Dl) allocation factor. 

HECO Response: 

The calculation ofthe Average Excess Demand (Dl) allocation factor can be found in the 

workpaper for the Embedded Cost of Service Study provided in HECO's response to 

DOD-IR-77 on the tab "Page 3". 
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Within the P-DP customer group in the cost of service study, please provide the number of 
customers, non-coincident customer demand and kilowatthours (or an estimate of each) 
associated with customers who receive service at the primary voltage level, but from the low side 
of a HECO-owned single customer substation that is fed from the HECO transmission system. 
Also provide the revenues under present rates and under proposed rates associated with such 
customers. 

HECO Response: 

Within the P-DP ci^tomer group in the cost of service study, there are 18 customers who receive 

service at the primary voltage level, but from the low side of a HECO-owned single customer 

substation that is fed from the HECO transmission system. The billing kW for these customers 

for the test year is 1,698,642.9 kW. The energy consumption for these customers for the test 

year is 698,251,200 kWh. 

Revenues under present rates are $110,889,868 based on the June 2007 Update ECAF of 

7.331 0/kWh. Revenuesunder current effective rates are $115,447,877. Current effective rates 

include an Interim Rate Increase of 7.04% as approved in Docket No. 04-0113, Interim Decision 

and Order No. 22050; Mid an estimated Interim Surcharge of 0.0694 ^/kWh effective May 1, 

2007, as approved in Docket No. 04-0113, Order No. 23377. Revenues at proposed rates are 

$123,618,193. Proposed rates include a billing credit of $1.75 per kWb for Customers directly 

served from a Distribution substation. 
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Referring to the Estimate of Test Year Revenues in HECO-WP-2016, please provide an 
electronic copy in Microsoft® Excel format, with all formulas intact. 

HECO Response: 

The estimate of test year revenues by rate schedule in HECO-WP-2016 was previously provided 

electronically in this case. However, the Company is providing the electronic files as requested. 

Please refer to the accompanying electronic files in Excel format: "HECO-WP-2016_RateF.xls," 

"HECO-WP-2016_RateG.xls," "HECO-WP-2016_RateH.xls," "HECO-WP-2016_RateJ.xls," 

"HECO-WP-2016_RatePP.xls," "HECO-WP-2016_RatePS.xls," 

"HECO-WP-2016 RatePT.xls," and "HECO-WP-2016 RateR.xls," 
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Referring to HECO T-L page 10. please provide a copy of the Adequacy of Supply report filed 
on March 6, 2006. Also, please provide all subsequent reports. 

HECO Response: 

See Attachments 1 and 2 for the Adequacy of Supply ("AOS") reports filed with the 

Commission on M^ch 6, 2006, mid on February 27, 2007, respectively. Attachments 1 and 2 

are voluminous Mid available for inspection at HECO's Regulatory Affairs Division office. Suite 

1301, Central Pacific Plaza, 220 South King Street, Honolulu, Hawaii. Please contact Dean 

Matsuura at 543-4622 to make arrangements to inspect the requested information. Electronic 

versions ofthe requested information are being provided on a compact disc. 
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Attachments 1 and 2 are voluminous and available for inspection at HECO's Regulatory Affairs 

Division office. Suite 1301, Central Pacific Plaza, 220 South King Street, Honolulu, Hawaii. 

Please contact Dean Matsuura at 543-4622 to make arrangements to inspect the requested 

information. Electronic versions ofthe requested information are being provided on a compact 

disc. 
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Please provide all regular monthly and all other filings with the Commission, by month, for the 
period J^iuMy 2004 through the most recent filing for the Energy Cost Adjustment. 

HECO Response: 

Attachments 1 to 4, which consist of HECO's monthly Energy Cost Adjustment filings from 

January 2004 to June 2007, are voluminous and available for inspection at HECO's Regulatory 

Affairs Division office. Suite 1301, Central Pacific Plaza, 220 South King Street, Honolulu, 

Hawaii. Please contact Dean Matsuura at 543-4622 to make arrangements to inspect the 

requested information. Electronic versions ofthe requested information are being provided on a 

compact disc. 
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Attachments 1 to 4 are voluminous and available for inspection at HECO's Regulatory Affairs 

Division office. Suite 1301, Central Pacific Plaza, 220 South King Street, Honolulu, Hawaii. 

Please contact Dean Matsuura at 543-4622 to make arrangements to inspect the requested 

information. Electronic versions ofthe requested information are being provided on a compact 

disc. 
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Referring to the Energy Cost Adjustment Clause, as proposed, please provide the supporting 
detail for the proposed new base costs for fuel and purchased power, including the cost of each 
individual source in each category, the percentage weighting of each source in each category, 
and the workpapers showing quantities, cost per unit prices, and the weighted average values. 

HECO Response: 

Refer to HECO-931 to HECO-938 and HECO-WP-934 to HECO-WP-936 for Energy Cost 

Adjustment Clause exhibits and supporting workpapers. 
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Please provide a copy ofthe NERA Report referenced at page 65 of HECO T-9. 

HECO Response: 

The requested report is provided on pages 2 to 38. 
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Hawaiian Etectric Company, inc. • PC Box 275C • Hcncbu. HI 96S4i 

Wiii.am A Bcnret December 29, 2006 
'/ce °res.aer.t 
Jcvcrfrrren: & Ccrvrrun.:'/ ,-"j,.'3 

The Honorable Chairman and Members of the 
Hawaii Public Utilities Commission CD 

465 South King Street, First Floor ^ ^ rvj 
Kekuanaoa Building -5 i 
Honolulu. Hawaii 96813 - - . "Q r i 

Dear Commissioners: < - • cn 
CO 

Subject: Docket No. 2006-0386 - HECO 2007 Test Year Rate Case 
Act 162 Consultant Report 

Enclosed for filing are the original and eight copies of the Report on Power Cost 
Adiustments and Hedging Fuel Risks prepared by NERA Economic Consulting. 

cc: Division of Consumer Advocacy 
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December 29, 2006 

Report on Power Cost 
Adjustments and Hedging 
Fuel Risks 
Hawaiian Electric Company, Inc, 

m 

. [ ' 

. - ^ . ^ r t i l ' *—J^ l« l . , _^ • l . ; . i . ^^ , f ^v i - iC iJ .A 'Ay i ' - . • . - i ^ > l ; t ' ^ j 

^; i 
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NERA 
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INTRODUCTION 

L INTRODUCTION 

NERA Economic Consulting ("NERA") was retained by Hawaiian Electric Company, Inc. and 
its affiliates, Hawaii Electric Light Company ("HELCO") and Maui Electric Company 
("MECO") (collectively, "HECO" or '%e UtiHties"), to evaluate whether its fuel adjustment 
clause ("FAC") - the Energy Cost Adjustment Clause ("ECAC") as it cunently exists - is in 
compliance with Act 162, which was signed into law in June 2006.' In addition, HECO sought 
NERA's assistance with respect to fuel price hedging and other approaches to stabilizing end-
user electricity rates to present to the Hawaii Public Utilities Commission ("HPUC" or '*the 
Commission"). This report presents a summation of NERA's findings on these matters. 

FAC mechanisms (and other similar cost adjustment and tracking mechanisms) give utilities a 
reasonable opportunity to recover their legitimate costs of procuring electricity on behalf of 
customers. By providing timely cost recovery for power costs, the amount of time between rate 
cases can increase. The breadth of adjustment clauses is not limited to fuel and purchased power 
expenses. Rather, the ECAC or a similar adjustment mechanism can be implemented efficiently 
for recovery of other costs that meet the three classic reasons for an automatic rate adjustment, 
which include: 

1. The cost ofthe purchased resource is outside the control ofthe utility that purchases it. 

2. The item accounts for a significant or large component ofthe utility's total operating costs. 

3. Costs related to the resource are volatile and impredictable. 

Adjustment and cost tracking mechanisms may also be implemented to allow for the parallel 
treatment of similar costs categories. For example, demand-side management ("DSM") costs 
provide a substitute for pureuing supply-side resources. If supply-side resources are recovered 
under a FAC, DSM costs could be treated symmetrically, which would put supply- and demand-
side energy costs on an equal footing. 

The ECAC that HECO and its affiliates currendy have in place is comparable to the FACs that 
are used by other traditionally regulated jurisdictions in the United States. Nearly all 
traditionally regulated and most restmctured states in the US have some similar mechanism for 
power cost recovery. Like the ECAC, most (approximately 22) ofthe 30 restructured states with 
fuel clauses have some form of "true-up" mechanism to reconcile actual and forecasted costs. 
Also, thirteen of those states have rate adjustments on a quarterly or more frequent basis. 

A BiU for an Aci Relating lo Energy, S.B. No. 3185. S.D. 2, H.D. 2, CD. 1, Acl No. 162 signed into law by the 
Governor of Hawaii on June 2, 2006 (hereinafter, "Act 162" or "ihe Act") amended Section 269-16 ofthe Hawaii 
Revised Statutes to include a subsection (g) that specifies requirements for the design of "any automatic fuel rate 
adjustment clause," of which the ECAC is one. 

NERA Economic Consuttjng 
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Both fuel costs and purchased energy costs are recovered through the ECAC. A weighted 
average ofthe various fiiel and purchased energy costs is computed monthly based on an 
estimated fuel mix. This is then converted to a rate for customers based on the estimated MWh 
sales for the month. An efficiency factor (MBtU/'kWh) is used to calculate the conversion 
between the MBtu of fuel purchased and the amount of kWhs generated. The ECAC is updated 
monthly and an Energy Cost Adjustment ("ECA") factor is determined on a prospective basis. A 
reconciliation is done on a quarterly basis, which compares revenues recovered through the 
ECAC and revenues allowed using actual fuel mix, kWh sales and prices. The overcoilection or 
undercollection is adjusted in the ECA factor for the following three months. The monthly 
ECAC filings with the Hawaii Public Utility Commission ("Commission" or "HPUC") ensures 
timely recovery of fuel and purchased energy costs for HECO. 

Act 162 is concerned specifically with the incentive structure facing utilities. Just as it is 
important for utilities to have incentives to control—to the extent they can—fuel and purchased 
power costs, so too should ratepayers have a cost-based price signal. Ratepayers will not choose 
to consume an efficient level of electricity it they are shielded from the trae costs of producing 
electricity and a timely FAC therefore has an important role to play. When consumers are aware 
of, and can respond to, the cost effects of their energy consumption decisions, they can reduce 
their demand when the price outweighs the benefit of consuming the product. The efficient 
allocation of resources concerns the price signals faced by customers. Failure to allow rates to 
reflect fuel and purchased power costs in a timely manner would distort this efficiency, since 
customers would be receiving an inappropriate price signal regarding the value in the market of 
the services they choose to consume. 

NERA Economic Consulting 
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COMPLIANCE WITH ACT 162 

II. COMPLIANCE WITH ACT 162 

Act 162 incorporates five requirements for the design of any public utility automatic rate 
adjustment. 

A. Fair Risk Sharing of Fuel Cost Changes 

Act 162 requires that any automatic rate adjustment be designed to "[fjairly share the risk of fuel 
cost changes between the public utility and its customers." The risk of fuel cost changes is 
determined by: 

1. Changes in the price of fuel as a single productive input; and, 

2. Changes in the cost to deliver and produce electricity from HECO's fuel inputs. This reflects 
any changes in the technical ability ofthe utility to turn fuel purchased into electricity, which 
may require HECO to purchase a greater quantity of fuel, and thus increase the overall level 
of fuel costs, in order to produce the same amount of electricity. 

Efficient risk sharing occurs when the party that has the means to control a cost has an incentive 
to do so. This distinction is critical because the price of fuel is, realistically, beyond the control 
ofthe utility. HECO acts as a price taker in the world-wide market for fuel (oil) and the design of 
the ECAC and the recovery of fuel and purchased energy costs should recognize this fact. 

Accordingly, the ECAC acts to pass exogenous change in input costs onto consumers. In fuel 
markets (as in other markets where HECO is a price taker—as in vehicles), it is straightforward 
to demonstrate pmdent purchasing. There is a well defined maiket price and a well defined need 
to buy from this market (i.e., ratepayers' demand for electricity). In a price-taking market, "risk 
sharing" of fuel price changes would lead to no effici«icy gains resulting from management 
incentives to minimize costs. Accordingly, changes in the price of fuel should be fully passed 
onto ratepayers. This would provide them with a price signal, which is an incentive to use 
resources efficienUy. This supports the utility's abihty to maintain its financial viability, and 
would increase regulatory lag—the time between rate cases—for costs that are within the 
utility's control, which would enhance the utility's incentive to control its base rate costs. 

The ECAC, with its "heat rate" eflRciency factor, provides a partial pass through of fuel and 
purchased power. It shares the risk/benefit of increased plant operating efficiency by tying 
HECO's ability to recover its fuel costs (and thus its financial performance) to its power plant 
performance over which it has managerial control, while also allowing HECO to pass through 
the exogenous changes in the price of an input over which it has no control, the price of fuel and 
purchase! power. 

HECO has considerable control over the operation ofits plants—limited by engineering 
realities—and therefore it is reasonable, as the Commission already does, to provide HECO with 
an incentive to improve its operating efficiency to manage or lower its fuel costs. As discussed 
in the next section, putting fuel oil expense recovery at risk in an attempt to give the Company an 
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incentive to look for non fuel oil resources would be an inefficient, indirect and 
counterproductive way of subsidizing renewables. Directly subsidizing renewables or enforcing 
renewable portfolio standards will increase the usage of renewable generation resources, but 
without having the perverse effect of harming the utility's financial position or distorting the cost 
recovery mechanism to favor one fuel cost over another. 

The genera! role that management plays in an investor-owned, regulated enterprise should be 
recognized. Efficient and pmdent management strives to minimize the amount of inputs while 
maximizing the production ofthe final product (i.e., to maximize total factor productivity). 
Viewed from this perspective, management should have an incentive to manage efficiently the 
selection of inputs (of which fuel and purchased power are two of many)—and HECO does have 
this incentive. 

This heat rate efficiency factor properly shares the risk of fuel usage decisions and recognizes 
that the added risk of cost recovery associated with plant operation is balanced with rewards 
from productivity increases. 

State commissions in Florida, Louisiana, and North Carolina are examples of jurisdictions that 
have established specific incentives for power plant performance. A "Generating Performance 
Incentive Factor" is included in fuel and purchased power recovery clauses in Florida that 
rewards the utility (up to a 25 basis point spread) when its generation assets achieve certain 
performance benchmarks in availability and heat rate. In North Carolina, the allowed level of 
fuel cost recovery is linked to achieved nuclear capacity factors. These are reasonable 
approaches that provide the utility incentives to improve plant performance, something over 
which it has considerable control. 

Because the ECAC contains an efficiency factor that transfers plant operation risk to HECO, but 
also passes imcontroilable changes in fuel prices to ratepayers, NERA concludes that the ECAC 
complies with the fair risk sharing requirement of Act 162. 

B. Utility Incentives for Fuel Costs and Renewable Energy 

Act 162 requires that automatic rate adjustment mechanisms "[pjrovide the pubhc utility with 
sufficient incentive to reasonably manage or lower its fuel costs and encourage greater use of 
renewable energy." This condition is closely tied to the previous one. Accordingly, the targeted 
efficiency factor promotes productive fuel use decisions and gives HECO an incentive to 
reasonably manage or lower its fuel costs. 

If HECO achieves more efficient plant performance than the level ofthe efficiency factor 
(which, for example, is currently set at O.I 1170 Mbm/kWh), then HECO is rewarded. If it fails 
to meet this target for some reason, then it is not allowed to recover the additional expenditures 
required to produce the kWhs with the fuel it purchased. 

The ECAC should cover all purchased energy costs, including renewable sources, on an equal 
footing within the cost recovery mechanism. Renewable energy resources can be part of a 
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utility's power procurement to the extent that they are cost-efficient, reliable and represent a 
diverse source of generation relative to the traditional non-renewable resources. Like many 
utilities, HECO creates and follows an Integrated Resource Flan ("IRP"), which determines the 
extent of renewables used in HECO's fuel mix. The IRP process balances cost-minimization 
with resource diversity and other concerns. Like purchasing fuel oil from the oil markets, 
purchasing energy from renewables is not without risks. To ensure the efficient use of renewable 
resources, the ECAC would cover all purchased energy costs, including renewable sources, on an 
equal footing. Currentiy, the ECAC is adjusted each month for changes in the energy mix ofthe 
sources of fuel and purchased power. Under an equal footing structure, there is no disincentive 
from a cost recovery standpoint to purchase renewable energy. The encouragement of renewable 
energy above and beyond a treatment paralleling non-renewables (i.e., direct subsidization) is a 
matter of public policy and should not be confused with energy cost recovery. The ECAC 
should provide no disincentive for HECO to purchase energy from renewable resources.^ 

The ECAC has positive financial implications and can improve a utility's credit ratings, thereby 
moderating the cost of capital bome by ratepayers. In addition, the utility serves as a counter
party for renewable energy companies, so its credit standing frequently serves as an important 
determinant ofthe financial viability of renewable energy projects. Weakening the utility's 
credit rating through partial power cost recovery could harm renewable resources that rely on 
utility counter-party credit to support their investments. Through the ECAC, HECO can retain 
its high level of credit worthiness and as party to renewable IPPS, which essential for IPP 
financing. By improving utility finances, the ECAC, in turn, accommodates renewable energy 
investors. 

NERA concludes that a fuel adjustment clause with an efficiency target incentive that recovers 
renewable energy costs on an equal footing, such as the ECAC, complies with the incentive 
requirement of Act 162. 

C. Management of Price Volatility 

Thirdly, Act 162 requires automatic rate adjustments '*to mitigate the risk of sudden or frequent 
fuel cost changes that cannot otherwise reasonably be mitigated through other commercially 
available means, such as fuel hedging contracts." 

There are no free lunches in risk management. Hedging imposes real costs to the party that 
wishes to reduce its exposure to price movements. Although in years that prices rise, ratepayers 
may benefit from a price hedge, this will not be the case when prices do not rise or fall. In the 
long mn, hedging programs can be expected to increase the overall level of costs associated with 
fuel and purchased power expenses. Accordingly, if there is a mandate for the utility to reduce 

: Including the capital costs associated with capacity purchases, such as renewable capacity purchases, in the ECAC 
(or a tracker mechanisni that could operate in parallel with the ECAC) would be one way to ensure immediate 
cost recovery and thereby reduce any economic disincentive. 
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ratepayers' exposure to the potential rise in fuel costs, these hedging costs should be passed onto 
ratepayers. 

Act 162 recognizes that there are options "commercially available" to customers that can 
mitigate price risk for customers. In principle, a utility can mitigate the risk of fuel cost changes 
through two forms of hedges: 

1. Physical hedges, such as long-term supply and purchased power contracts and maintaining 
fiiel inventories. The costs of existing contracts are included in the current ECAC 
computations. 

2. Financial hedges. Generally, financial hedges either require payment to intermediaries in 
cash to bear risks or otherwise pay through giving up the prospect for lower future fuel 
prices. If utility ratepayers are willing to pay for the additional service of hedging their price 
risk, HECO must be provided a means to recover the costs it incurs. In order to do this and 
to give HECO a proper incentive to mitigate price changes on behalf of its customers, the 
ECAC would include recovery of financial hedging costs. CurrenUy, the ECAC allows the 
recovery ofthe unhedged fuel costs, but is unclear whether financial hedging costs would be 
recovered in the ECAC. 

In order to meet the electricity demands ofits customers, HECO operates oil-fired power plants. 
HECO purchases the oil for these plants, HECO's position in oil is therefore a short physical 
position. HECO hedges its short physical position by entering into an offsetting long position in 
delivered oil. This long position is achieved through the companies' existing fhel supply 
contracts. These fiiel supply contracts tie the price paid by HECO for oil to a base component 
The base component is the month-to-date average of a third-party assessment calculated on the 
20th ofthe month before delivery. For example, HECO's industrial fuel oil deliveries for 
January 2007 will be based on the average ofthe Platts Los Angeles Bunker C assessments from 
November 21 st to December 20th 2006. The actual contract price includes taxes and a standard 
premium (based on quantity). Depending on the contract, the price may include a locational 
premium and adjustments for heat content, premia to Pertamina,^ quality differentials and 
freight. In addition, the contracts provide for quantities and delivery of fuel that are more than 
sufficient to cover HECOs needs. Hence, HECO and HECO's customers are hedged with 
respect to availability and delivery ofthe physical commodities. HECO's fuel costs are variable 
as the price it pays will vary with the daily assessments for the terms of HECO's fuel contracts. 

With respect to price, despite the fact that the price varies with assessment values, HECO is 
hedged from the perspective ofthe utility. HECO's physical fuel supply contracts are struck at 
floating assessments. Similarly, its electricity rates float in accordance with the prices of oil that 
HECO pays. As discussed earlier, this is a logical regulatory framework, since HECO has no 

' The premia represent market premiums (or discounts) achieved in the .spot market relative to a price assessment 
called [he Pertamina Price Formula for LSWR. 
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control over world oil prices. The matching of variable fiael operating expenses with variable 
electricity revenues helps to assure the financial integrity ofthe utility, while providing an 
economically-correct price signal to customers. 

The fuel hedging contracts referred to by the Act, if reasonably available, would only be entered 
into by HECO to meet the objective of mitigating oil price fluctuations for customers. 
Customers are exposed to fluctuations in world oil prices, while hedged against availability and 
physical delivery risks and costs. If HECO were to hedge, it would be to reduce this exposure. 
Of course, there would be a cost to reducing the exposure that may not be justified by the benefit. 
It should be noted that there are other alternatives (described in Section IV) available that may 
provide the similar benefits sought through hedging programs (e.g., rate stability and reduced 
exposure to mput cost increases), but would not require pursuing these potentially costly hedging 
options. 

Therefore, NERA concludes that under HECO's current procurement strategies, the ECAC 
complies with the price stabilization requirement of Act 162. However, if there were demand 
fiom customers and/or a mandate from the Commission acting on behalf of ratepayers for a 
hedging program seeking to stabilize fuel costs, then recovery ofthe hedging and risk premium 
costs associated with physical and financial hedges would be included in the ECAC.^ 

D. Preservation of Utility Financial Integrity 

The fourth requirement imposed by Act 162 on automatic rate adjustments is to "[pjreserve, to 
the extent reasonably possible, the public utility's financial integrity." 

For modem utilities that operate in a world of volatile fiiel prices an FAC is critical to: 

• Reduce the volatility of utility eamings. Companies exhibiting large eamings volatility are 
typically those with most difficulty in tracking input costs. 

• Provide the utility with a reasonable opportunity to recover its prudently-incurred costs in 
rates. 

» Lower the risks to capital invested in a utility and thus lower the utility's cost of capital (and 
ultimately, rates) as well as help maintain the utility's credit rating. Volatile wholesale 
power and oil and gas commodity markets have led the rating agencies to more closely 

4 At leasl 12 stales (Alabama, Florida, Georgia, Louisiana. Iowa. Missouri, Mississippi, Minnesota, North Dakota, 
South Dakota, Nevada, Colorado and Michigan) allow the pass through of hedging costs and'or the sharing of 
hedging benefits between the utilily and its customers, usually through their respective Power Cost Adjustments. 
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scrutinize cost-recovery mechanisms. Credit rating agencies, for example, recognize the 
need for robust and frequently updated FAC mechanisms. 

• Maintain HECO's liquidity. Because oil and other fliel expenses are a large portion of 
HECO's operational costs, the ECAC is needed to enable HECO to raise capital in time to 
meet expenses and investment requirements. 

Utility regulators have long recognized the crucial role that cost-recovery mechanisms play in 
allowing the utility an opportunity to recover its costs. FACs permit a utility to recover its costs 
and assure the capital markets that the company can meet its obligations to shareholders and 
bondholders. Colorado provides an example ofits Commission balancing the concerns of utility 
and its customers. The Colorado PUC explained its long-tenn use of FAC mechanisms by 
stating that it established its FAC in order to permit rapid roMvery of increased costs over which 
the utility has no control. The PUC recognized that, in the circumstances which existed at the 
time, unless increased fuel costs were passed through to customers expeditiously, the utility 
would undergo a serious erosion of eamings jeopardizing the its abiHty to provide service. 

When approving the Arizona Public Service Company's ("APS") proposed Power Supply 
Adjustor, the Arizona Corporation Commission stated 'Sve agree that the use of an adjuster when 
fuel costs are volatile prevents a utility's financial condition from deteriorating" and that "an 
adjustor that worics correctly, over time, reduces the volatility of a utility's eamings and the risk 
reduction can be reflected in the cost of equity in a rate case and result in lower rates."^ 

5 

7 

Each ofthe three major credit rating agencies recognize the in^rtancc of FAC mechanisms. Fitch states: "[ijn 
today's environment, the safest bonds in the utility industry may be those of vertically integrated utilities 
operating under commissioo-approved mechanisms to recoup prudently incurred power costs. Such companies 
typically operate in supportive regulatory environments which continue lo feel the need for healthy reserve 
margins of generation." 

S&P also notes that "[a]utoraatic pass-through mechanisms that hold companies hannless &om uncontrollable 
costs, such as ftiel or foreign exchange effects, are viewed favorably." 

Moody's concludes that; "Regulated vertically integrated utilities operating without regulatory recovery of 
potentially high electricity costs from spot-market purchases are equally vulnerable, particularly during periods of 
peak energy demand and/or supply shortages." 

See: Filch, "Procuring Power in California: A Potential Stranded Cost," September 7, 2000, p. 4. 
Standard & Poor's, "Rating Methodology For Global Power Utilities," Standard & Poor's Infrastructure 

Finance, September 1998, p. 66. 
Moody's, "Credit Implications of Power Supply Risk," July 2000, p. 3. 

Before the Public Utilities Commission of the State of Colorado, "In the Investigation of Electric Cost 
Adjustment Clauses For Regulated Electric Utilities," Docket No. 93I-702E, Decision No. C95-248, February 6, 
1995. 

Before the Arizona Public Corporation Commission. In the Matter ofthe Application of .Arizona Public Service 
for Approval of Adjustment Mechanisms, Docket No. E-01345A-02-0403, Decision No. 66567, November 13, 
2003, p. 5. 
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As a frequently updated, fully reconciled pass through mechanism for a large and volatile 
expense, the ECAC plays a critical role. Continuation ofthe ECAC would allow HECO to more 
readily raise capital in the future. This will improve its ability to meet future infrastructure needs 
and preserve the level of service demanded by its ratepayers and the Commission. HECO 
recognizes this fact when it states in its most recent 10-K that; 

Risks, uncertainties and other important factors that could cause actual results to 
differ materially from those in forward-looking statements and from historical 
results include, but are not limited to.. .fuel oil price changes, perfonnance by 
suppliers of their ftiel oil delivery obligations and the continued availability to the 
el«:tric utilities of their energy cost adjustment clauses. 

Because the ECAC provides a transparent, well-stmctured and consistently-applied cost recovery 
mechanism that contains an efficiency incentive that HECO's management can readily affect, 
NERA concludes that the ECAC complies with the financial integrity requirement of Act 162. 

E. Minimize Regulatory Costs 

The fifUi and final requirement established by Act 162 is to "[mjinimize, to the extent possible, 
the public utility's need to apply for frequent applications for general rate increases to account 
for the changes to its fiiel costs." 

In general, FACs are designed to reduce regulatory costs by separating the volatility of fuel costs 
from the base rates. Calculations supporting the ECAC are submitted to the Hawaii PUC for 
review on a monthly basis. A number of states have similar monthly fuel clauses. Braulio Baez, 
the Chairman ofthe Florida Public Service Commission states in a Consumer Bulletin 
conceming fuel price adjustments: 

The action of removing fuel costs from base rates had the effect ofreducing 
fluctuations in base rates. Both the utilities and their customers now had a better 
incentive to respond to fuel price changes. Because non-fiiel expenditures are 
more stable than fuel expenditures, utilities were not only less likely to seek base 
rate adjustments, but any rising costs also provided the utility with a greater 
incentive to use other, less expensive fuels to generate electricity.* 

The reduction of frequent base rate cases does not reduce the Commission's oversight of 
HECO's fuel and purchased power expenditures. Electricity FACs can allow for recovery of 
narrowly-defined categories of fossil ftiel costs, nuclear fuel costs, purchased power, fuel 
transportation costs, and hedging costs among others. 

" Braulio L Baez, "Customer Bulletin," Florida Public Service Commission, April 2004. 
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To further minimize regulatory costs, regulators can see that any other cost category that meets 
the three criteria for an automatic rate adjustment discussed in the background section receive 
parallel treatment to those costs already included in the ECAC. Cost categories to consider 
including in the ECAC (or tracking in a separate adjustment clause): 

• All fuel and purchased power costs, 

• Purchased capacity, 

• Hedging costs, 

• Environmental compliance costs, and 

• Any other costs specific to the jurisdiction. 

The breadth of adjustment clauses are not limited to fuel and purchased power expenses. Rather, 
the ECAC or a similar adjustment mechanism can be implemented efficiently for broader 
categories of costs, which would help to assure that supply- and demand-side energy resources 
are treated symmetrically in the ratemaking process. 

Uniformity across the utilities' ECACs reduces the administrative costs associated with using a 
FAC to recover fuel and purchased power costs. Treating the fiiel and purchased energy cost 
recovery of one HECO subsidiary separately from another would require further and unnecessary 
utility and Commission resources devoted to the treatment of fuel and purchased power costs. 

Therefore, because the ECAC allows HECO to readily recover in rates a significant and volatile 
cost over which its has little control, NERA concludes that the ECAC reduces HECO's need to 
file base rate cases and thus complies with the minimization of regulatory cost requirement of 
Act 162. 
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III. ASSESSMENT OF FUEL HEDGING OPTIONS 

This section ofthe report addresses fuel hedging options available in the marketplace. Il gives a 
general overview ofthe objectives of hedging, a description of available hedging strategies, a 
discussion of the oil derivatives market and potential implementation constraints facing HECO 
and its affiliates as they consider entering into a hedging program. 

A. Objectives of Fuel Hedging 

EEI defines hedging as "the attempt to eliminate at least a portion of die risk associated with 
owning an asset or having an obligation by acquiring an asset or obligation with offsetting 
risks." Hedging can, in principle, allow a fimi to offset and reduce risk. Act 162 raises the 
question of whether HECO should h^ge by reference to "fuel hedging contracts" as a 
commercially available means to mitigate the risk of fiiel price changes."* Hedging with respect 
to energy commodities can take two forms: (1) physical hedges, such as physical supply 
contracts and fuel inventories; and (2) financial hedges, such as fixed-pn'ce financially-settled 
futures contracts and financial options contracts. As described in Section H.C, HECO already 
engages in physical hedging. 

In regulatory parlance and in many industries, the term hedging most of̂ en refers to short-term 
(less than two years in duration) activities. This is because forward markets offer liquid price 
hedging contracts covering delivery periods that of̂ en extend only for one or two years forward. 
For the oil derivatives markets, price hedging contracts are only reasonably available for 
periods of up to twelve months. This means that hedging confracts, if pursued by HECO, could 
only mitigate the impacts of oil price changes on costs and rates for a defined period such as one 
quarter or potentially one year. Fuel hedging contracts cannot be expected to cover durations 
longer than this. 

Long-term hedging - i.e., hedging for multi-year periods - is a possibility for HECO, but cannot 
reasonably be achieved through commercially available fuel hedging contracts. Long-term 
hedging for HECO could be done through diversification away from oil-based generation. This 
diversification would require investment in non-oil based generation capacity, either by rate-
based generation or through long-term contracts with non-utility generators. In addition, another 
long-temi hedge could conceivably be the purchase of oil reserves. HOWCVCT, utilities that have 
purchased fuel reserves have almost universally regretted the decision and eventually disposed of 
the resCTves. h is not recommended that HECO seriously consider this option. 

' EEI Glossary of Electric Industry Terms, April 2005. 

"•Act 162, (g) (iii). 

' ' Derivatives are a lerra used lo describe finarKial instruments whose value is derived from the price of an 
underlying commodity. Hence, an oil price swap or call option is a derivative as its value is based on the price of 
oil, the underlying commodity. 
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Hedging is most of̂ en done to lock in a range of outcomes. But, hedging creates costs and risks. 
Hedging will not necessarily produce the lowest-cost outcome in any particular case—and will, 
overall, raise costs because ofthe costs of implementing the hedging program. For a buyer of 
fijel like HECO, hedging may be perceived as a bad decision in hindsight if the buyer locks in a 
price and then market prices decline. Similarly, hedging may be perceived as a good decision if 
market prices increase after the buyer places its hedges. The utility, the regulator, and 
interveners must understand the costs and risks of hedging before a utility decides or is directed 
by its regulators to embark on a hedging program. 

There are certain situations where fimis face business or financial risks that make hedging 
particularly important. For example, if prices for the firm's product will remain relatively fixed 
as a significant input cost varies, then hedging that input cost may be necessary to protect cash 
flows and maintain financial stability. This will be the case when the firm is more reliant on a 
specific commodity than the industry in general and changes in that commodity's price have a 
disproportionately strong impact on market prices. This could also be the case when industry 
competitive pressures are so severe that product prices caimot rapidly adjust to meet changes in 
input costs. 

Hedging also makes sense for firms whose financial stmctures are highly leveraged or for firms 
whose liquidity is dependent upon commodity prices or price spreads. Examples ofsuch 
situations in the electricity industry include; 

• an unregulated generator using coal or renewable fuel may only be viable if oil and gas prices 
are high and may only build if hedged by a long temi contract at a fixed price. 

• an unregulated generator using gas or oil may only be viable if spark spreads are high and 
may want to hedge spaiic spreads through forward power sales.' 

• retailers in deregulated electric markets who sign fixed price contracts with customers will 
need to hedge supply costs to avoid losses that could exceed their liquidity limits. 

The need to hedge in these cases arises because the entity has assumed obligations - debt, a 
contractual obligation to a third party, or an expectation by investors of stable eamings - that can 
only be achieved if prices of input commoditi^ or spreads between input commodities are within 
a certain range. Hedging allows those firms to assure that input prices are within a certain 
range. 

'̂  The spark spread represents the theoretical margin for a power plant. If a sparic spread is a positive number, then 
the price ofthe power is higher than that ofthe fuel and the spread is profiiable. If the spread is a negative 
number, the power is priced at less than the cost of fiiel and is nol profitable. The spread can be determined using 
the natural gas, coal, or healing oil ftjtures contracts. Mathematically, Spark Spread (in $/MWh) = [Electricity 
Total Value - Fuel Total Value] / [Amount of Electricity Delivered]. See; New York Mercantile Exchange, 
Conversion Calculator Spark Spreads, http:--www,nvmex.c<)m<'calc_spart:.aspx (Accessed December 22, 2006). 
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The motivation for regulated utilities to hedge is different from the motivation of firms in 
competitive industries. Regulated utilities that manage their businesses prudently are entitled to 
stable cash flows as a result ofthe regulatory compact. Regulated utilities with highly variable 
fuel costs generally have fuel adjustment clauses in place that provide for timely and adequate 
recovery of costs. 

Hedging by regulated utilities is oriented toward managing customer rates; its objective is to 
insulate customers from the price fluctuations in an underlying commodity. For example, some 
gas and power distribution utilities hedge the commodities they sell in order to provide a fixed-
or near-fixed price to customers. Integrated utilities with generation may hedge fuel costs in 
order to r«iuce the impact of fuel price changes on rates. 

Hedging programs are generally designed and implemented by utilities in collaboration with the 
commissions that regulate them. The utilities agree upon an objective with the regulator and 
then they clearly establish a program for achieving that objective. The need for a regulated 
entity to hedge is created by a specific and customer-focused objective. Therefore, it must 
involve considerable regulatory oversight and guidance. 

B. Overview of Strategies Used By Buyers of Commodities 

Buyers of commodities can use a number of different hedging strategies to manage short-term 
price risk. There are three products that are commonly used by buyers of commodities: 

• Forward contracts. 

• Call option contracts. 

• Collars. 

These are addressed in turn below. 

1. Forward or Futures Contracts 

A forward contract is an agreement between two parties to buy or sell an asset or commodity at a 
pre-agreed future point in time. A standardized forward contract that is traded on an exchange is 
called a futures contract. Forward contracts are in most cases stmck at fixed prices. A fixed-
price forward contract locks in the price ofthe underlying commodity for both the buyer and 
seller. 

Basis risks are the price risks that a buyer would be exposed to if the buyer cannot find a forward 
contract for the specific commodity it needs at the delivery location it needs. If the marketplace 
does not offer forward contracts that exactly match the commodity and the location where the 
buyer takes delivery, the buyer may purchase derivatives for a different commodity whose price 
is highly correlated with the product the buyer wishes to hedge. In addition, the buyer couid 
purchase the same commodity it needs but at a delivery location other than the one where it takes 
delivery. In these cases, the buyer faces the risk associated with changes in the difference in 
prices between the two conunodities or the two locations. The changes in these price differences 
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are termed basis risk. Forward contracts are not readily available for the oil products and 
delivery locations that HECO needs, which means that if HECO decides to hedge, it will be 
exposed to basis risk. 

A fixed-for-floating swap is also akin to a forward contract. A fixed-for-floating swap is a 
contract between two parties under which one party agrees lo swap a fixed price for a published 
index price on a notional quantity. A fixed-for-floating swap is economically equivalent to a 
fixed-price forward contract. The difference is that the fixed-for-floating swap is a purely 
financial instrument, while a forward contract generally anticipates physical delivery. 

2. Call Option Contracts 

A call option gives its owner the right, but not the obligation, to buy an asset or commodity on a 
specified date (the expiration date), for a specified price (the strike price). Call options cap the 
price that will be paid by a buyer for a commodity. 

3. Collars 

A collar is a portfolio of options that is used to assure that the price of a commodity is within a 
given range. A buyer of a commodity who wishes to put a cap and floor on the price paid would 
sell a put option and buy a call option. This strategy assures that the price ofthe commodity 
will be within a given range - i.e., no lower than the strike price ofthe put (the floor) and no 
higher than the strike price ofthe call (the cap). 

C. Characteristics of Oil Derivatives Markets 

While the strategies outlined above work well in theory, they do not account for some ofthe 
practical considerations that must be considered with respect to implementing a hedging strategy. 
There are a number of practical implementation constraints that complicate hedging for HECO 
and its affiliates. These constraints are described below. 

1. Duration of Derivatives 

The first important constraint relates to the duration ofthe hedge. The forward and futures 
contracts that are traded in the marketplace do not reasonably extend beyond a term of 12 
months. While there may be some quotes, the markets are quite illiquid beyond 18 months. 
Further, the most liquid (i.e., readily-avail able to trade) fuel hedging contracts are contracts that 
cover time periods of up to six months into the future. This is illustrated in Figure 1 below. 

NERA Economic Consulting 14 



DOD-IR-84 
DOCKET NO. 2006-0386 
PAGE 21 OF 38 

ASSESSMENT OF FUEL HEDGING OPTIONS 

Figure 1. Forward Curve and Liquidity in Oil Markets 
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Notes: -The other fuel oils used by HECO (Heating Oi! and Brent Crude Oil) display similar characteristics; 
-Data as of November 30, 2006. 

2. Delivery Points & Basis Risk 

The second constraint faced by HECO and its affiliates is that hedging contracts for the precise 
oil products and delivery points that they would need are not visible in the marketplace. HECO 
would therefore be exposed to considerable basis risks if it used the oil derivatives that are 
readily-available in the marketplace. It is possible that a customized swap agreement could be 
obtained that hedges the price ofthe specific oil products in the specific locations that HECO and 
its affiliates need. However, such a swap is less transparent and it can bc expected to be more 
expensive because the seller ofsuch a swap would need to be remunerated for absorbing the 
basis risks and illiquidity of offering such a hedge. Figure 2 illustrates the historical size of 
basis risks between the oil products that HECO and its affiliates use relative to spot prices of oil 
products for which HECO could obtain liquid hedges. 
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Figure 2. DaUy Basis Risk for Heating Oil, WTI and Breot Fuels 
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3. Quantity Risk 

The third constraint faced by HECO and its affiliates is the quantity they would hedge. The 
quantities that the utilities need of each type of fuel fluctuate month to month and year to year in 
accordance with changing demand, availability and relative economics of a generation plant, 
among other factors (as shown in Figure 3). The Utilities' existing fuel contracts provide for 
flexibility on the quantities taken, subject to a minimum and maximum take. The quantity 
flexibiHty embedded in the existing fuel contracts would be difficult to match in the financial 
derivatives markets, which offer fixed quantity products. If the utilities were to hedge the 
minimum expected quantity, their customers would face market risk exposure for incremental 
quantities, while hedging the maximum expected quantity would result in market risk exposure 
for decremental quantities. This quantity risk is important and makes accurate hedging difficult. 
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Figure 3. Quantity Risk: HECO's Monthly Deliveries of Fuel Oil Products 
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D. Implementation Issues 

1. Credit Risks 

If HECO and its affiliates decide to engage in hedging, they may face credit risk. Credit risk is 
the risk of a financial loss associated with the failure of a party to perfonn on its obligations 
under a h«iging contract. Credit risk is an important factor when considering fuel h^ging 
contracts. Market practice is to mark forward contracts to market and to collateralize the credit 
exposure embedded in forward contracts. This means that the value ofthe contract is calculated 
every day and any exposure must be covered as margin. If the utilities engage in hedging, 
counterparties may require that HECO and its affiliates provide collateral. The provision of 
collateral would add to the cost of hedging. Further, the utilities would, in most instances, be 
exposed to the risk of counterparty default and non-performance. 

2. Liquidity Risks 

The execution of fiiel hedging contracts would expose HECO and its affiliates to liquidity risks. 
Liquidity is the ability to execute transactions in the marketplace. Markets that are highly liquid 
have active trading and many buyers and sellers. Market liquidity for oil derivatives ebbs and 
flows. When the markets are less liquid, a buyer or seller may face difficulties entering into or 
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exiting positions. This is important because HECO or an affiliate may be forced to replace a 
position as a result of counterparty default. It is also important because it affects the price paid. 
In less liquid markets, it is more difficult for a buyer to get a good price. The risk that the 
markets HECO needs access to in order to execute or unwind and replace its hedge positions 
would not be liquid is a real one. 

3. Ex Post Price Risk and Regulatory Scrutiny 

It is not possible to predict the outcome of a particular hedging strategy before the fact. The ex 
post outcome will depend, to a large extent, on the price path ofthe underlying commodity 
during the hedging period. For example, assume that HECO fully hedges its ftiel need with 
futures contracts at $40/bbl. No matter what happens to the price of oil from this point on, 
HECO will pay $40/bbl for oil. However, even though the initial hedge may have been perfectly 
rational ex ante, subsequent decreases in the price of oil will increase costs relative to a no-
hedging strategy and increases in the price of oil will decrease costs relative to a no-hedging 
strategy. All hedging instruments contain similar risks relative to their respective strike prices. 
As the price of fiiel oil changes, a pmdent and reasonably managed hedging program 
implemented by HECO may become costly relative to another hedging strategy (including the 
strategy of not hedging at all)." 

Like all potential costs and benefits to the utilities and their ratepayers, the risk of regulatory 
disallowance should be fully understood and examined prior lo embarking on a hedging 
program. Table I summarizes all ofthe costs and risks facing a utility implementing a hedging 
program. 

" For an in depth treatment of this issue, see: JefTD. Makholm, Eugene T. Meehan, and Julia E. Sullivan, "Ex Ante 
or Ex Post? Risk, Hedging and Prudence in the Restructured Power Business," The Electricity Journal, April 
2006, Vol. 19, Issue 3, pp. 11-29. 
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Table 1. Costs aud Risks of Hedging Programs 

Adminisb-ative 
costs 

Market risks 

Credit risks 

Liquidity risks 

Duration of 
ledge 
Regulatory Risk 

• Corporate governance of hedging activities 
• Risk assessment and control 
• Cost of collateral postings 
• Compiiance with hedge accounting rules 
• Up-firont regulatory costs (cost of establishing hedging objective and 

hedging program including execution timeframe, contract types, 
contract duration) 

• Ongoing regulatory costs of hedging proceeding 

• Market risks on incremental/decremental quantities 
• Basis spread widens or contracts, thus reducing the effectiveness of 

the hedge 

• Counterparty default risk 

• Ability to unwind or replace positions 

• Increase in market, credit and liquidity risks for long-dated hedges 

• Risk of hedging cost disallowances of a prudent ex ante hedging 
strategy that became costly. 

E. Summary of Available Hedging Alternatives and Recommendations 

It may be possible for HECO to hedge price risk for periods of up to 12 months into the future 
and, in the process, potentially provide customers with reduced (but not eliminated) exposure to 
sudden fuel cost changes. The process of executing hedges, setting rates based on the hedge 
costs, and informing customers of those rates would take time and the development of some level 
of expertise and sophistication on the part of HECO. Price hedging should not be expected to 
address rate periods more than one year at a time, nor should it be expected to insulate customers 
from long-term changes in the supply and demand for the resources used to produce electricity. 
Further, HECO could not reasonably hedge to eliminate all exposure to ftiel cost flucmations due 
to the multiple risks described above. 

Were HECO to hedge, it would encounter periods during which it experienced gains on its 
hedges and other periods during which it experienced losses. The gains in large part would be 
offset by increased fuel purchase costs and the losses offset in large part by reduced fuel 
purchase costs. The ECAC framework would need to be revised so that the difference between 
the hedging gains and the increased fuel costs and the difference between the hedging losses and 
the reduced fuel costs were reflected in rates through the ECAC. This would cause HECO's fuel 
costs to fluctuate, but theoretically they would fluctuate to a lesser extent than they otherwise 
would. Hedging by HECO would not be expected to reduce fiiel and purchased power costs 
and, in the long run, would be expected to increase the overall level of costs. 
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There are altemative mechanisms for achieving customer rate stability that could be more 
effective than hedging. Given the costs and risks of hedging described above, HECO and its 
affiliates could consider these options as an altemative to embarking on a fuel price hedging 
program. These alternatives will be discussed in the next section. 
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IV. ALTERNATIVES TO HEDGING 

There is no compelling reason for HECO to use fuel price hedging as the means to achieve the 
goals of short-term customer rate stability and efficient fuel and power procurement practices. 
Two rate smoothing mechanisms will be discussed as potential alternatives to hedging programs. 
In addition, we will discuss the inclusion of power cost sharing conditions in traditional FAC 
mechanisms. 

A. Rate Smoothing Mechanisms 

This section presents an overview of two altemative rate smoothing ratemaking methods that 
could be used to provide customers with more stable rates in the short term, and in one case, 
temporarily limit customers' exposure to unexpected rises in fuel costs. 

1. Budget Bi l l ing Rates 

Budget billing is an "optional" payment program that allows the customer to pay the same 
amount each month for electricity or natural gas usage throughout the entire year. The voluntary 
nature of these programs limits any negative consumer feedback and targets the program to the 
consumers that want it. A monthly bill based upon previous usage patterns is estimated for the 
upcoming year as shown in Figure 4. At the end ofthe year, there is a true-up between the 
amount paid by the ratepayer and the amount the ratepayer would have paid, given his actual 
usage, under a non-budget billing rate plan. 

Figure 4. Budget Billing Example 

Average 
Monthly Bill* 

Customer pays 
less than nwi-

Budget Bill 

Average 
Monthly Bill with 
Budget Billing 

Customer pays 
more than non-

Budget Bill 

Summer 

* for a summer peaking utility 

Winter 

Budget billing is typically ofTered to residential and small commercial customers as part of a 
plan to manage volatile changes in monthly energy costs, usually to seasonal changes in 
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consumption. It should be noted that budget billing does nothing to mitigate rising elecdicity 
costs. Participants still pay the full amount for electricity, only the timing of payments over the 
course ofthe year is adjusted. Most states curtently have a form of budget billing program 
available to residential customers.'* 

Budget billing has variations. For instance, NSTAR calculates its budget billing in the following 
fashion: 

• Provides an equal payment from month to month based on usage for the previous 
year. 

• At the end ofthe 12-month period, the Company reconciles any over or under usage 
from the estimate with the customer and sets the per-month payment for the next 
year. 

• Reconciliation occurs in August/September time period each year. 

An altemative to NSTAR's equal payment over a 12 month period is FPL's rolling average 
calculation for its budget billing. FPL calculates the bill for the current month by averaging the 
bills for the previous twelve months. As shown in Figure 5, this method results in slightiy more 
volatility than NSTAR's equal payment plan, but allows the Company to recover their costs in a 
more timely fashion. The customer may also experience less true-up at the end ofthe period. 

'* !n our survey, evidence of some form of budget billing was found in 47 U.S. states and the District of Columbia. 
OiJy Hawaii, AJaslca and Rhode Island did not have a budget billing program. 
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Figure 5. Rolling 12-Moiith Average Budget Billing Example 
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Source: Based on FPL's illustration found at: ht^;//wy>v.fpl,i;gmypa,Yfi,i;optepts/budget billing.shtml 
(Accessed December 19, 2006). 

The need for a budget billing plan in Hawaii may not be as large as most continental U.S, states 
due to the relative mild seasonality in demand. Nevertheless, budget billing may serve to aid 
low-income customers achieve rate stability, while perhaps helping the Company to decrease its 
uncollectible expenses. 

2. Fixed Rate / Flat Bill Options 

Some states have allowed utilities to have a rate option called "fixed rate" or "flat bill" in which 
a customer pays the same bill each month with no periodic reconciliation or true-up. The rates 
charged under these programs include risk premiums to reflect the risk the utility assumes by 
offering these programs. Fixed rate billing programs are generally available for largCT 
commercial and industrial users who value (and are willing to pay for) insulation from 
unexpected price increases. Figure 6 shows the states that have implemented flat bill rate 
options and trial programs. 
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Figure 6. Flat BUI Programs 
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Source: Michael O'Sheasy, "The Fixed Bill; Newborn Becomes Toddler!" January 4, 2005, 
http://topics.eqcrgvt:enBjal.com/centers/'billing/view/detail.cfm?aid=900 (Accessed 
December 19,2006). 

Fixed rate billing is a voluntary rate option, which can help to identify customers that value rate 
stability. Voluntary rate plans can raise a whole host of issues, since customers will tend to 
switch to the plan that they find most advantageous. These issues include adverse selection, 
moral hazard and rate rebalancing issues.'^ In the case of fixed rate options, adverse selection 
and moral hazard problems may mean that only those customers who will alter their behavior to 
take advantage ofthe fixed rate nature ofthe program (i.e.. increase consumption without the 
risk of electricity price spikes) will be the customers that enroll. This was seen in GiUf Power's 
trial program where "Gulf noted diat bills were adjusted by a 3.9 percent consumption adder 
only. The results ofthe pilot program showed an actual increase in kWh usage of 8 percent."'^ 

' Adverse selection and moral hazard are economic problems that result from incomplete or asymmetric 
information. When buyers and sellers have asymmetric information, trades actually completed may be biased to 
favor the party with better information. Adverse selection typically refers to information asymmetry that exists 
prior to the transaction and leads to a selection bias in the group participating in the activity. Moral hazard refers 
to information asymmetry that occurs after the transaction occurs. For example, insurance coverage may affect 
the behavior ofthe insured to undertake activities and risks that may change the likelihood of incurring losses. 

'* Florida Public Service Commission, Memorandum, Re: Docket No. 040442-EI - Petition for authority to 
implement proposed FlaiBiil rate schedule by Gulf Power Company, September 23, 2{W4, p. 6. 
http:;;www.DSC-.<itate.fl.us/agendas0410Q5cc.04100516.html (Accessed December 27, 20O6). 
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The revenue neutrality ofthe rate des i^ (or rate rebalancing) is achieved through proper 
construction ofthe fixed rate premium. However, designing a balanced optional tariff depends 
on many parameters, such as the actual size ofthe program, the size of any premiums and the 
behavior ofthe program's participants, many of which are not known and can only be estimated 
prior to the program. 

A risk premium is necessary because fixed rate billing present costs and risks to the utility, 
leading it to incur additional costs. If fuel and purchased power prices are hi^er than expected, 
fixed rate billing will under-collect. The opposite is also true. Therefore, fixed rate billing 
effectively forces the utility to take a position in the underlying commodity market; therefore, the 
utility may make the business decision to hedge this exposure to the commodity markets. The 
costs of this hedging as well as any additional costs, such as any administrative costs and costs 
associated with any expected increase in demand by these customers, would necessarily be 
included in the fixed rate premium. 

Fixed rate programs would offer a utility the ability to limit the risks typically associated with 
hedging fuel costs by limiting the program to those customers willing to pay for a price-hedged 
product. When evaluating Gulf Power's proposed fixed rate program, the Florida Public Service 
Commission ("FL PSC'^ discussed the magnitude of a risk adder: 

Gulf has indicated that two ofthe factors used to calculate a customer's FlatBill 
rate will be a risk adder and a consumption adder. The adders account for various 
types of risk that Gulf has identified in offering a customer the level bill.. .The 
proposed permanent program utilizes both a consumption adder and a risk adder. 
The risk adder recognizes that actual usage and response may differ from what 
Gulf expected. The risk adder reflects three sources of risk: modeling risk, 
weather risk, and price risk. Gulf estimated a 5% risk premium based on their 
Value-at-Risk methodology. This methodology requires as inputs an aggregate 
risk measure, which is based on the variability ofthe three sources of risk, and a 
cost of capital input.. .[The Commission recommended that] the consumption 
adder applied to the customer's forecasted annual usage [shall] not exceed eight 
percent (8%) and the risk adder, used to account for financial, weather, and other 
risks [shall] not exceed five percent (5%). '̂  

Further, the FL PSC discussed how Gulf Power's fixed rate program can impact the utility's 
revenue requirement and profitability: 

Under the FlatBill program proposal, Gulf intends to determine the amount of 
revenues for eamings surveillance and other regulatory purposes by using the 
acmal energy usage ofthe FlatBill customer and multiplying that actual energy 
usage by the otherwise applicable tariff rate including the appropriate cost 

Id., pp. 6-9. 
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recovery factors. The difference between the actual FlatBill revenues and the 
calculated "otherwise applicable" revenues would be excluded for all regulatory 
purposes. In other words, any FlatBill revenues in excess ofthe otherwise 
applicable revenues would flow to Gulfs shareholders. Conversely, the 
shareholders would absorb any loss if the FlatBill revenues were less than the 
otherwise applicable revenues. 

Ultimately, fixed rate billing provides benefits to larger customers similar to budget billing (rate 
stability) with the added benefit of insulation from input cost increases. Rates will, on average 
be higher for the customers who select this option. 

B. "Risk Shar ing" IVIechanisms 

Act 162 recognizes the impact an automatic rate adjustment can have on utilities and requires 
that a FAC provide a utility with an incentive to minimize - to the extent it can - fuel costs. As 
discussed earlier, the ECAC achieves this goal through the efficiency parameter, which is a 
targeted measurement of utiHty plant performance. Some states, however, have adopted partial 
pass-through mechanisms. Note that these are some times referred to as "risk sharing" 
mechanisms, but that characterization is incorrect given that a utility is a price taker, and would 
not be able to control the price of fuel and purchased power acquired from the maricet Table 2 
provides a brief overview of these mechanisms. 

" Id., p. 9. (emphasis added) 
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Table 2. State Experience with Partial Pass Through Mechanisms 

Stale 
(L'tiUty) MechaDism 
Arizona 
[Arizona Public 
Service) 

?0 percent of any costs or savings relative to the base level would bc allocated lo customers 
and 10 percent is allocated to the company. 

Colorado 
[Public Service Co, 
of Colorado) 

Graduated sharing mechanism relative to a base level: The first $15 million is allocated 
50/50. The next $15 million is allocated 75/25 between ratepayers and the utility, 
respectively. Any changes above $30 million are to bc recovered from or flowed back to 
•atepayers. The maximum profit or loss that PSCO will abswb is $11.25 million in any orw 
ear. 

Idaho 
[Idaho Power) 

The power cost adjustment is 90 percent of the difference between the projected power cost 
md the base power cost plus the true-ups. 

Washington 
[Puget Sound 
Energy) 

Graduated sharing mechanism: PSE will absorb the first $20 million relative to the baseline. 
50% of the next $20 million, 10% ofthe next $80 million, and 5% of any amount that 
jxceeds $120 million. The Washington Commission also implemented a "power-cost-only 
rate case," so PSE can update its baseline rate to reflect changing power costa. 

Washington 
[Avista) 

Originally, the first $9 million is absorbed by the company (an $18 million deadband) and 
?0 percent ofthe energy cost differences exceeding the initial $9 million to be deferred for 
a later rebate or surcharge to customers. The parameters were modified in July 2006 to a 
$4 million deadband, a 50/50 sharing of energy cost differences between $4 million and $10 
aiillion and a 90/10 sharing of power costs in excess of $10 mJllioo. 

These jurisdictions blur the distinction between risk sharing for productive puiposes and risk 
sharing in the price-taking purchase of inputs. In other words, some jurisdictions impose risk 
sharing on the price of fiiel and purchased power. 

These cases are idiosyncratic and have generally represented a broad movement toward less risk 
imposed on the utilities involved in fuel and power purchases. In Arizona, FACs were 
suspended in 1989, but APS established a new one in a settlement to its 2003 rate case. Thus, 
APS went from no pass through to 90 percent pass through of fuel and purchased power costs. 
In Colorado, Public Service Company of Colorado ("PSCO") has other adjustment clauses for 
DSM costs, air quality improvement costs and purchased capacity that may compensate the 
utility for the increased fuel and purchased power risks. In its current rate case, PSCO extended 
its use ofits fuel adjustment clause, but was also granted two associated incentive mechanisms: 
(1) if PSCO achieves coal production greater than a benchmark target, the associated savings 
would be shared 80/20 with customers; and (2) PSCO would share 80 percent of savings (above 
a deadband) related to the purchase of economic short term energy. In Idaho, Idaho Power 
absorbed all fuel cost changes prior to 1993, 40 percent fiism 1993 to 1995, and only 10 percent 
thereafter. Still, major deferrals occurred during Western Power Crisis (for later collection after 
contentious base rate proceedings). The story in Washington follows similar lines. Neither 
utility had a FAC and power costs were recoverable through base rate cases. Recent variations 
in hydroelectric generation suppiy {due to a seven year drought) increased the size of deferrals 
and threatened the utilities' finances. Avista filed a petition on January 30, 2006, proposing to 
eliminate the $18 million deadband of their Energy Recovery Mechanism ("ERM"). In a 
settlement, Avista's deadband was narrowed to S8 million ($4 million above and below the base 
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level) with a 50/50 sharing of power costs between $4 million and SIO million and a 90/10 
sharing of power costs starting at SIO million above or below the base level. The settlement also 
called on Avista to examine the cost of capital impact ofthe ERM, as well as the company's 
hedging strategy for fuel and wholesale power purchases. This represents another movement 
towards full pass through of power costs. 

The fiiel mix and thus exposure (and risk) to oil market price risk ofthe above utilities are also 
dramatically different than HECO, which relies heavily upon oil for its generation needs. Table 
3 shows that oil plays an insignificant role in these utilities' generation mix and its fuel and 
purchased power costs. Their large hydro, nuclear and coal resources mitigate much of their 
exposure to the volatile oil and natural gas markets. 

Table 3. Fuel Mix for UtiUties / States with Partial Past Through Mechanisms 

Fuel Type / Source HECO' APS^ PSCtf Idaho' Wishlngton' 

Hydro 0.5% 0.0% 0.0% 46.0% 66.0% 

Coal 14.3% 39.3% 45.0% 47.0% 17.7% 
Nuclear 0.0% 22.6% 10.0% 0.0% 5.3% 
Gas 0.0% 9.1% 38.0% 6.0% 9.5% 

Oil 79.3% 9.!% 0.0% 0.0% 0.1% 

Renewables / other 5.9% 19.7% 7.0% 1.0% 1.4% 
Total 100.0% 100.0% 100.0% 100.0% 100.0% 

Sources: 
' HECO website. About Our Fuel Mix, 

htq?://www.heco.coro/Dortal/site/heco/menuitem.508576f78baal434Qb4c0610c510blca/?vgnextoid=Q47a5e65 
8cQfc010VgpVCM10OOOO8119fea9RCRD&vgnextchannel-deeat2bl54da9Q10VgnVCM10OQOO530nbacRC 
RD&vgnextfTnt=default&veDextrefresh=l&levcl'=Q&ct=article (Accessed on December 12, 2006). 

^ Arizona Public Service, Generation Fuel Mix and Emission Characteristics, 
bttp://www.ap8.com/,files/servicea/gu5Rgtes/disclosuTe.p^tff Accessed on December 18, 2006). Note that 
APS does iKtt distinguish between gas and oil. They report that gaa/oil comprises 18.2% of generation, for 
illustrative purposes this was split 50/50. 

^ Xcel Energy Fuel Supply Sources. http://lit)rarv.corporate-
ir.net/librarv/89/894/89458/itema/223379/l2 6XcelUtilitvWeekSECwADpendixl2062006.pdf(Accessedon 
December 18, 2006) 

* Generation Options for Idaho's Energy Plan, presentation to the Subcommittee on Generation Resources, 
August 10, 2006, 
http;//wwy,legislature.idaho.eov/sessioninfo/2006/1nteriiivcnergve3„.,Q81Q-ppt^^61.31,2905 Id^ho Electricity 
Fuel Mix (Accessed on December 12, 2006). 

' State of Washington, Department of Community, Trade and Economic Development, Fuel Mix Disclosure, 
http:/'www.cted.wa.gov/sitfi^539/default.aspx (Accessed on December 12, 2006). 

A fijel efficiency factor is an incentive targeted at a utility's production decisions and isolates the 
utility's production performance directly. Partial pass through mechanisms are relatively rare, 
and have been adopted for utitities with no existing FAC in place. They should not be 
considered a viable option for fair risk sharing of fuel and purchased energy costs in Hawaii. 
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Fuel prices constitute a large and volatile cost for price taking utilities. A well established, 
frequently updated FAC is essential to maintain a utility's credit and operational viability. 
Partial pass through mechanisms that defer power cost recovery in an attempt to shield 
ratepayers from power cost changes present an inefficient solution to the rate stability issues and 
the rising cost of electricity input costs. Forcing a utility to temporarily absorb a portion of 
power cost changes (assuming that the utility can defer the recovery of costs not passed through 
a FAC to a future rate case) does not prevent consumers from ultimately having to pay the full 
amount for their power usage, and may hami the utility's financial position. 
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V. CONCLUSIONS 

NERA's conclusions can be summarized as follows. 

1. The ECAC framework that is currently in place for HECO and its affiliates is compliant with 
Act 162, but the eligible costs would need to be broadened if HECO were to engage in 
hedging using financial hedge products. 

2. Short-term price hedging by HECO and its affiliates is possible in the oil derivatives market, 
but such activities would not eliminate fuel price fluctuations because ratepayers would 
continue to be exposed to basis risks, hedge quantity risks and other risks. In addition, 
hedging in the oil derivatives market would introduce new costs and risks for ratepayers. 
Fuel price hed^ng in oil derivatives maikets is not, therefore, a compelling way to achieve 
the objective of customer rate stability. 

3. Rate smoothing, in the form of budget billing or flat bills, is an altemative mechanism for 
achieving customer rate stability that could achieve the objective at a lower expected cost. 
NERA recommends that HECO and its affiliates consider rate smoothing in more detail. 

Sharing ofthe risk of oil price fluctuations between customers and shareholders is not good 
regulatory policy when the utility has no control over world oil markets. Such sharing would not 
exempt consumers from ultimately having to pay the full amount for their power usage, 
(assuming that the utility can defer the recovery of costs not passed through a FAC to a future 
rate case) and thereby harm the utility's financial position. 
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DOD-IR-85 

IRef. DOD-IR-281 

a. Does Dr. Morin believe his texts are an original source ofthe DCF? If so, please explain 
why; if not, please explain why he offered only his texts in response to DOD-IR-28a. 

b. Why is the DCF sometimes referred to as the Gordon model or the Gordon growth model? 

c. Please provide a cite to the page(s) of Dr. Morin's 1984 text that indicates the DCF provides 
an accurate estimate ofthe cost of equity "only when stock price and book value are 
reasonably similar." 

Dr. Morin's Response: 

a. No. However, Dr. Morin does not recall any textbook that discusses the issue of return 

understatement (overstatement) when the market-to-book ratio exceeds (is less than) one. 

b. The model is frequently referred to as the Gordon model, n^ned after its inventor. Professor 

Myron Gordon, who in turn was greatly inspired by John Burr Williams. Dr. Morin does 

not recall any portion of Professor Gordon's seminal textbook that discusses the issue of 

retum understatement (overstatement) when the market-to-book ratio exceeds (is less than) 

one. 

c. The issue is fully discussed in the 1994 (Chapter 9) and 2006 (Chapter 15) versions of Dr. 

Morin's textbook when market-to-bo ok ratios of utility stocks began to escalate well above 

one. There is no reference to M/B ratios in the 1984 book as this was not an issue in the 

early 1980s. 



DOD-IR-86 
DOCKET NO. 2006-0386 
PAGE 1 OF 24 

DOD-IR-86 

IRef. DOD-IR-331 

Please provide a complete copy ofthe Bruner article. Due to various office moves, the DOD 
cost of capital witness does not have access to prior responses by the Consumer Advocate in 
HECO's 2005 rate proceeding. 

Dr. Morin's Response: 

Please see pages 2 to 24 for HECO's response to CA-RIR-17 in Docket No. 04-0113 (HECO's 

2005 Test Year Rate Case) filed on August 29, 2005. 
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CASE 12 

**Best Practices" in Estimating the Cost 
of Capital: Survey and Synthesis 

bi recdtt decades, tbeontical breaktiiroii^ in nxfa areas as portfblio divcnaficatiafi, mar
ket efiSctency. aod asset pricing have cooveised into compdHng recommeodatioas about 
the cost of c^Mtal to a coiporatiofL By die eariy 199Qs, a consffmgw had emeiged pronqit-
ing sodi descxqitiaiis as "tiaditiaaal... textboak... iqipropnate," "tfagoretically cooect" 
and "a usefal rate oftfaumb and a good vehicte-^'Bcoeafa this general agigciuMitaboitt 
of c^ t a l tfaeoiy lies cmsidetabte ambigiiity and "^fiirion over bow tbe Aeocy can best be 
appKed. The iaspes at stake are anfBcktntlyimpogttttf flat dMering choices t 
emettts can lead to wide disparities in estimated aqiiti] cocL TIK cost of c^atal is centra] 
to iiwdem finance toodnng OD investment and diveMnKm deditiaas, measores of eccHio^^ 
p r c ^ perfonnance appiaisal and incentive systems. Each year m the United Slates, coqio-
nUi<nis uoderiake moie than $500 hiBioa in cental f*v^mg Since a difference of a few 
pexcent in ayital costs can mean a swing in billions of enpeudiUuefc, bow finns estimae 
the cost is no trivial mattec 

Tbe pmpose (tf diis psqxT is to present evideoce oo bcw BonK of tiie most financialfy 
«nphi.<rif3i>*'ri fywnpmiii'x Mnri finanrifll arfvw-rK ^atrim*l» f ^ p ^ OmitS TTlJ^ cyi<WK«!« vil t l-

aUe ID several respects. Rrst, it identifies tbe most inqwrtant ambiguities in the apfdication 
ofcost-of-capitaltbeGTy, setting tbe stage for productive debate and lesearcb on tbeirreso-
lutioD. SeccMid, it helps inteiested ctm^wnies bencbiaaric tbeir cost-<tf-cqiital estimattm 

' i t e tfaRC Kts of i iuo« come, in ordei; from Efarfandt (I994X Cb^iier 1; Q ipdnd et iL (199Q), p. 190; and 
Bnaley w l Mym (1993X P-197. 

TUt ttmpkx m s wrteo by Robot F. Bnner, KameOi M. Eades. Rotot S. Hmis, aid Rabat C HicgiiB. Btaoa. 
Eades. Hid Hmis t n pnfenon wt the Dndm Sdnol, thuvuii^ cf Vfapoii. tTijjuiit ig.̂  pnCessor M die Uuncuitjr 
nf •ah«htiigfc»i Tli»!«iirtMvydi«^^T>i.M»frittw-iwiM j h r ^ i T ^ t f r t , M » » , ^ 

finMicaiiappc«rfCciaptitAI^yfaiM»dMiditelJnhKMty«rfV»jkMn»«^ "nif ^ f^»i i —wft| 

MayanaTanmSKmAon\TtasdaMpia^;pemdmJoumaiifFaMmcialPnc^ 1998). 
and ippem here widi die pennitsiop of die RMnoal M«Mg«MBM *.fTr*-t*l̂ t» lt^««^Mwiil. IWvTfHjy fif Swwh 
HoridB, CoO^e crfBinioes AdminiatrMioii, IkiDpa, n . 3362O-SS00(Uq)faaoe: 8^ 
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practices against best-practice peers. Third, the evidence sheds l i j ^ on the accoiat^ widi 
which ĉ fqntal costs can be reasonably estimated, mailing executives to ose tbe estimates 
more wisi^ in their dedsion making. Fourth, it enabtes teacfaeis to answer tbe inevitable 
qoestioo. Tlow do cooqianies really estiroatr their cost oi cental?" 

Tbe pqier is part of a lengthy traditkn of s u r v ^ (rfindns&y prictioe. Among the more 
relevant ptedeLesaors, Gitman and Forrester (19T7) extrioied * ^ lewd of sophiiffiration in 
ciqntal budgeting tedmiques" among 103 large, rapidly growing bnsinfrwfft, findtng that 
die internal rate of retnra and the payback period were in rommnn nae. Alttwnghflie an-
diofs inqoired aboot the level of the firm's discount rate, t b ^ did not aik bow die rate was 
determined. Gitman and Mercmio (19S2) surveyed IT/Foctone 1000 firms about "cmreitt 
practice in cost (tf oqntal measuretneat and utilization,'' ooiidnTKng that *1fae reqiondeots* 
actions do not reflect the application (tf current financial tbeocy." Moore and Rekfaert 

condnding ammg other things, dut 86 percent of firms survqred nse time-adjnsted aqntal 
budgeting techniqnes. Bierman (1993) surveyed 74 Fortune 100 con^anies reporting that 
aU use some form of disc()UDting in thear cayntal budgeting and 93 pereent use a wetghtecl-
average cost ctf c^taL In a tvoad^anging survey of 84 Fortune 500 laige firms and Forbes 
200 hBsr small companirs.'nahan arid Gitinan (1995) tqxict that 30 percent trfre^XMidents 
nse die coital asset pridng modcL 

Tins ptp€X tbBxis fixm its predecessors in several important respects. Existing p<ri>-
lisbed evidence is based on written, dosed-end surveys sent to a large sanqile of firms, of
ten covering a wide array of lofBCs arid conmioidy using nmttipte-dioice or fiD>in^tbe-blank 
questions. Such an ifiproadi (tften yields re^xxiae rates as low as 20 percent and provkles 
no (ipporoinity to explore subtleties erf the topic. Instrairi, we iqwrtflte result of a triepbone 
survey of a csefiilly chosen group of teading corporations and fi»*«n*ifl advisers. Anodier 
important difference is diat die intent of existing papen is most oAen to leara bow well ac
cepted modern financial tedmiqiies are among psactitioaen, white we are interested in 
(bosc areas (tf cost-of-aqntal estimation where finance dieary is sitent or ambiguoas and 
practitioners are left to dieir own (tevices. 

The following section gives a brief overview of die weigfated-average cost of c ^ -
tal. Tbe research approach and sample selection we discnssed in Section XL Section m 
reports the general survey results. Key points of disparity are reviewed in Sectitm IV. 
Section V discusses fiirther survey results on risk adjustment to a baseline cost of capi
tal, and Section VI ctfTers condusicns and iroplicaticnis for die finandal [vactitiooer. 

I. THE WEIGHTED-AVERAGE COST OF CAPFIAL 

A key ins i |^ fitHn finance dieory is diat any use of c^ ta l imposes an opportunity cost on 
investors; namely, funds are diverted fiom earning a retum on tbe next best e(]ual-risk in
vestment Since imrestors have access to a host (tf financial matktt opp(vtniuties, coipcxate 
uses of capita] must be benchmarked against these cental maritet alternatives. Tbe cost of 
c ^ t a l provides this benchmark. Unless a firm can earn in excess of its cost of c ^ t a l . it 
win ncK create ecxmomic profit cr value for investois. 
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A Standanl means of expressing a c(«ipany*s cost of capital is tbe weighted average of 
die cost Gf iiidhndnal s()orces (tf capttd ei[qd(iyed. In ssnnbcds, a onipany's wei^bte(l-«v-
erage cost of capital (or WACX:) is 

WACC - {W^H - t)K^^ + f": r . r I. "̂  + (W«, -„ i ; ^ ) 0 ) 

iiihat: 
A ** ConqKment (mt (tf c^iital 
y « ^ f c i ^ of ea(di component as percent of total c^Btal 
/ M Marginal corporate tax rate 

For simpKdly. dus fbnmila indudes only three soonxs of capital; it can be easily ex
panded to mdnde other sooroes as weQ. 

Hnraoe theory offiaa several iiupmain observations vAen estinwrine a compaiiy*s 
WAiCXl f%st. dte capitd costs qjpearing in the eqnati(n dionid be cmreiA costs lelfecting cur
rent fiiiancial maiket ccuiitioos, int histoiical, sunk costs. In eoence, the outs dxwki eqnd 
die investors' anticqnted iiiteznd rate of return on fidsre cash flows associtfed wiOi eadi fixm 
of c^iilaL Second, die wei^ris "rr««rti.g in the equation dioald be maket wdgltts, not his-
torkal weights based on often artebaiy, out-of^ate book valnea. Ibin), die ccist of ddit should 
tw. mtimr e:t»jM-madn tar^ trifarfing (bc benefits OftfaetBXdCthlCtMlQfOflliteresL 

De^nte dte ̂ iidanoe provided by finance tbeory. use of die wei^ited-average expres
sion to rstimatn a company's cost (tf oqntal stiU uuufionts die practitioner with a number 

WACC wtfimatinn is die cost of equity coital; for unlike reaiSly availaUe yieUs in bond 
liiaiketa, no observaMe counterpart exists for equities. Ttas fwces practitioners to rely oo 
tnore abstract arid iiidiied iiielfaods to estimate the cost of eqniQr cqxtaL 

n . SAMFI£ SELECTION 

This paper (tescribes dK results (tf a tekpbooe survey (tf leading pnctitkxiers. Believing 
diar the conpkad^ of the subject does iwt tend itaetftoa written qnrstinonaire. we wanted 
to acdicit an explanation of eadi firm's appcoacfa told in dw practitioneg's own words. 
Though (Mr interviews were gui(ted by a series of ({uesttoos. these were snflSctently (ipen-
eated to reveal many snbtie diflEerences in practice. 

Since our focus is on dw gaps between theory and ^iplicttion rather than on aver
age or Qrpical practice, we aimed to sanqite practiti(mers vdw were leaders in the field. 
We began by sfjarrhing fbr a samf^ (tf cocporations (rather than iimstors or finanrial 
advisers) in tbe belief that tfa^ had anq»te motivation to compi^ WACC caicUlly and 

^ E i a « AB d w n t i a l levd. Diik SKl PtedljdE (1994 paii« oot dM the OK of Wmdad ^ 
<lrriiwwiiiei(wifl^fioriB<oix,WAOC>t>diKoiiJtiile)doe»aolci|i(PttnKQ[<Mai wlwerfbciiigai^ 
Isjrn tncvcnMHc M— iinuwt *Tp»miiiiMP As JI mult, a fim wuf find it Iw'Jin to osbtf an uivutiueot eves B (DB 
cniatf NFV ii ponlm. Oor rarrcyr does HM csqilOR die ways finn do l < ) ^ ibia tone: iMl^ 
S Q d O S CIDBIi l OQfl^L 
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to resolve many of the estimation issues themselves. Several publications offer lists of 
firms that are well regarded in finance;^ of these, we chose a research report. Creasing 
Worid-CIass Financial Matiaganent: Strategies erf SO Leading Compames (1992). 
i ^ c h identified firms, 

sdeded by ifaeir peera as being anwog tfaoie widi the best financial managcmeaL firms were 
choeea for cxoeneiioe in strategic finaBrial nA laiagenieat. lax and aoconnthig. petfonnanrr 
evafanaian and (idKr areas (tffinaiKul uiuiagemeaL... Ilw ctMnpBDMS jodotled wen dMae tfa« 
were meatioBed Ibe grejtest nouihcr of tnnei by ibeir peers. 

Fnxn the SO cxmqnnies identified in tins report, we riiwiiwaawi ig headqnaitered ootaode 
North America.^ Of diose remaining, five detained to be interviewed, teaving a san^Ae of 
77* i rms Th*. rptrnpanw^j^ jtyfnAtH iw tlift mmylft am ghwm m R r f r f l ^ 
mftyt s r m n r finiirial frfRrw fifrt wife • letter giplMinng nnr rMMfch. m d Ihen with a t e te -

{rfioiie calL Our request was to interview tbe individual in charge ctf estimating Itie firm's 
WACC We promised our interviewees diat, in preparing a rqport on oat findings, we w(»ld 
not i(tentify tbe practices (tf any particular company by name—we have respected Ibis 
promise in die presentation tfaatfoOows. 

In tbe interest (tf assesang Ibe practices (tftbehroadercxnnimnity of finance practi-
tioners, we survqred two odier san^ites: 

• Financial adnsers. Using a league tabte" of merger and acquisUioD advisers presented 
in/ruri(uetona//m<exior issues of April 199S, 1994,aiid 1993. wedrewasa]i^)te(tf 10(tf 
tbe most active' advisers. We applied appioxiinaidy^ tbe same set (tf qoestioos to r^xe-
sentaiives of these firms'merger arid act]uisition (tepartmeols. We wtmdered wfaedier Ae 
finanrial advisers' interest in promoting deals might lead diero to lower WACC estimaies 
«h«nriw>c^^<^tjpp«ft*rfhynpi^atiwgfvw¥ipani>< TTiig prrYm>rf H«« ^ tw» ft^f f ^ i y T f a n y d l i n g , 

tbe rsfimating tedmiqiies mo^ often used by finaiicial advisers yield hi^nt; IKX lower, 
capital cost estimates. 

• Tiiabooks and trade books. From a leading textbook puUisber we obtained a list of die 
gra(biate-tevd texdmoks in o(>rp(nate fiiiance having Ibe greatest mnt sates in 1994. From 

'For ii»aooe, AuiiOdiovaal/imestor and fiot>Mc>Bi7 piMtrii litts (rf* fin^ 
peteocies in ceflaiB aRAL Wc ekcted oot to ute these bits bceaoae ipedai cooqieaEBcaes miftc BM 
a»llyrT(yUraf fiMncedqiaiUiieaCaor'a'tfaaaieUarCPO. 
*Cneting^brb^-QaaFaumeuUManagemeM: StnuegiacfSOLeadag tlUmqtanlt^ I-IIO, 
Botidcaa Inttnatioad Ccrpuiaticm. New York. 1992 (238 pagei), paga vii-vm. Tbn sorvey m s bned opoa a 
wriUea qaestkMmflre leol to OEOs, CFOa. coamOen. and Heasiam, followed op by a irlrphooc sorvey. 
^Ow l e n o u for cxriwrtimi tbese finns wete Ibe inueaaed difficoky ot nhtain'mn iaaervian. and pass34c (fiflS-
caUei in obtaimiig capiol madxtiofonnatMio (siicb as betas and eqimyiiiaitetpianium) doc inigfatprecliMlB 
ostnc Anesxxn pEKtk»». Tbe eolafConcM of ttais siMvey IO finns b o o odier coualrie^ 
tBrectudy. 
*Aclmiy io diic case was defined as ftNV--year aggn^aie deal vofaiiae in mcfscn and Bcquixki^ 
down fTDCD dK [op 12 adviaen, nsiiig tbeir average deal vahnne over tbe 1993-95 period. Of diese 12 firms. 2 
cbose not to pmicipale in tbe snrvcy. 
'Specific qoestions difTeL reflecting thai financial attvisers infictpcaily deal with capital bod^cling nuuers and 
that corpome ftnff^-' officers infrequently valoe compania. 
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diese, we selected die top four. In addition, we drew on three trade b o ( ^ dot discaiss die 
estimation of WACC in detail. 

Names of advisers and books induded in diese two sawfits are diown in Exhibit 1. 

HL SURVEY FINDINGS 

The (tetaited survey results appear in ExbSilt 2. Ibe estimaticm aptaoadies are broadly sim-
Uar across the three sanqdes in several dimensions: 

• Discourded cash flow (1X3^ is die dominant investiiiBitt-evabiationtechiii(iiie. 
• WACC is die dominant discount rate used in DCF analyses. 
• ^^dghts are based on morto; not book, vahie mixes of debt and equity.' 
• llie after-4ax cost of (idit is pretkimiiiaiidy based (nmaf^piRo/pretax c(ttts, arid fnd7;;£n^ 

or Aoiutory tax ntes. 
• TTie c ^ t r i asset pacjag mottel (CAPM) is the dominant modd for estimating the cost erf 

equity. Some finns inentitMied odier multifactor asset pridxig rindels (e.g., artntrage pric
ing dieoryX but these were in tbe smaD minori^. No firms dted qiecific modifications of 
die CAPM to atljttst for any empirical sbortconiings of die modd in exfdaining past re
turns. 

HKSC practices differ sfaaxply fixMO those reported io eariier surveys.'° Krst. die best-pnc-
tice firms show mudi more alignment on most flmT™*̂  of practice. Second, they base their 
practice on ppapriai ectuxxmc models ralber dian on rules of thumb or arbitrary dedsion 
mles. 

On the otber baiid, disagreernents exist widiin arid azooog groiqs on bow to apply the 
Ĉ AFM to estimate cost of equity. Tbe CAFM antes diat die requiied return (K) on any as
set can be expressed as 

K ^ I t f + ^(R^ - Rf) (2) 

wfaere: 

i ^ = Interest rate avaiU>te on a risk-free bond 
R^ = Return requiied to attract investon to Ixdd the broad 

market portfolio ofii^iy assets 
p = tbe relative risk of the particular asset 

*T1» choice between target arid acaialpropuitkiiBii not a aanirte one. Becaoaeddit and equity c o j t a d e a r t y ^ 
pcnd on Bic prapoRMOS of eacfa enyloyed. it ""'c*** appear that tbe acttnl propoctiOBs naMt be sMd- However, if 
ds finn'i taf|et wdfbts are potrfidy known and if aweacts expea tbe &RD soon to move to these we^hts, then 
obterved costs of debt and eqniQr may aoticipaae tlie target c^atal ttnictiae. 
" l ^ instance. n«D reseaiidi sqiporlinc tbe CAPM has foimd dnt cnqiirical data are betur explained by an iiilEr-
cqM bigber than a risk-fiec rate aiid a piice (^ beta lisfc k n Ibao die inaifcM liA pfcraitiiiL Ibbcisaa (1994) oSen 
todi a oioi&fied C A l ^ in adifition to tbc stuidard CAPM aiid o«faer iDodds. in its cost of cqnlal service, i agu-
oadia and Mc(3iMiu (199S) pnmde a iisefid leview of eofancal evidence oa tbe CAPM. 
'^(Slman and Fonester (1977). and Gitman and Kfancnrio (1982>. 
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According to CAFM. dien. the cost of equity. JŜ qiriv* f<* * ccnqiaiiy depends on three 
components: retoros on risk-fiee bonds ( i^; die stock's equity b^a. which measures risk 
(tf the con^any's stock relative to (Mher risli^ assets 0 ~ 1.0 is average risk); and the mar
ket risk premiom (A,, — i ^ necessary to eittice iowestors to hold risl^ assets geiieraUy ver-
sns risk-fiee bonds. In theory, eadi of these conifKHieiits nnist be a forwatd-locddng esti
mate. Our survey results show substantial disagreements oo all diree oomponeitfs. 

Omiiiinrts on MA-ftce Rales 
Soaiie ttf our best-fnctice coo îaaiies txiied ifaat their cboke (tf a bi»d matket pnBQT for a ri^^ 
fieeiate(lependedq)ecificaIlyonfaowdieywerepropoaiigtoipeadfuii(ls.WeaAB<l.''Wlttt«lD 
ytxi tne for a lidc-Aee rate?" and beaid die fialknviEig: 

• **Ib>-year TVeastiiy bond cr otber dutatkai 'neasvy bond if needed lo better laaicfa pngect 
lurizoii. 

• **We Bse a tfatee- lo five-year Ticasuiy note yield, v îich is die Qrpical length rf our com
pany's investment. We match oar average investmeitt bocizon wiUi matmi^ rf debL" 

T h e R i ^ - F r e e Rate of Return 

As original^ tterived. tbe CZAPM is a siii^e^)eriod modd, so die question (tf «diich inter
est rate best rqiresents the risk-ftee rate never arises. But in a many-iieriod worid typkaity 
characterized by tqiwanl-sloping yield tnwes. the practitioner must dioose. Our restdte 
show die (JXMce is typicaUy between tbe 9()-day T-biU yield and a king-term IVeasury bond 
yield. (Because tbe yield curve is ordinarily relatively fiat beyond 10 years, tbe choice of 
which particular kng-tetm yield to use is not a critical one.)'' Tbe difference between re
alized renims on tbe 9&-day T-bill and dw 10-year T-bood has averaged 150 basis points 
over the long mn; so choice rf a risk-fiee rate can have a material effect on the cost rf cq-
uity and WACC" 

Tbe 90-dqr T-bill yields are more c(Misistent with tbe CAPM as originally (teiived and 
reflect truly risk-free returns in tbe sense that T-bill investors avoid material loss in valne 
fiom interest rate movements. However, long-term bond jrields more dosely refiect the 

" l a early Jamuty 1996. die difEefciices between yields on the 10* and SO-yearT-teods was afaoot 35 basis points. 
Some afirinnadoa wiB atgae ttna there is a difference tietween die 10- and SO-year yields. Oitfinarily tiie yield 
curve declines jaat sligfady as H reaKiies die 30-year malnriiy—tbn lau been "p'«iitH lo as ai Ibe resuk of life 
insarance cooipanif.t aod otber kng-teim bur-and-bold investors who are said lo purefaase dK long bond ia sig
nificant wotamie. It is sakl (bat Ifaeae investors rommand a lower liqaiifiiy premiimi than tbe broader market, tfaos 
driving down yieUs. If tliis is tiiie, t b n the yields II the point of the ctmn aiay te doe iwt to some onlinacy process 
(rf ritiopaleipeclatioiis. but ladier to an aoomalonsstqiply-demand imbalance, wfaicfa would render these yields 
less trasMKXtby. Tlie coumerargumeot is tlial life insoraace companies could bc presumed lo bc mjooal investors 
[oo. As boy-and4ioUI irrreston, tbey will surely suffer tlie coosei)aeaccs of any inaiionaliiy aad therefore have 
good motive lo uivesi fbr yields "at the mariceL" 

'^Tbts was "•wiintwi IS the difference in arithmetic mean returns on long-term govenuneru bonds and U.S. Trea
sury bills over die years 1926 to 1994. given in Ibbotson Assodates (1995). 
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(tefault-free Ixdding period returns availaUe on long-lived investments and thus more 
dosely mirror the types rf investments made 1^ conq»nies. 

Our survey results reveal a stnmg preference oo die part rfpractitioners for long-term 
bind yields. Of both corpoiati(ms and financial advisers, 70 percent use Treasury-bond 
yidd maturities rf 10 years or greater: None rf die finandal advisers and only 4 percent of 
die ccicpoiati(xis used die Treasuiy-tnll yidd. Many cocpcvations said they inatcfaed die tetm 
rf the risk-free rate to tbe tenor of the investment. In contrast, 43 percent rf die books ad
vocated the T-faill yield, while taly 29 percent used loQg-term TVeasoiy yields. 

B^a Esdmates 

Hrumce dwory calls for a forward-looking beta, one reftecting investors' uncertaio^ about 
the fiiture cash flows to equi^. Because forward-looking betas are unobservabte, pncti-
tioners are forced to rely oo proxies rf various kinds. Most ttftea this imnlves using ŝSA^ f y ^ 
estimates derived firan hisifirifal dau and published by such sources as Bl<xmibetg. ^^iQp ^ 
Line, and Standard A Pbor^s. 

"Tbe usual inediodol()gy is to estimate beta as the slope coefBdent rftfae maricet modd 
rftetums: 

i<. = % + UK^i (3) 
v^Mre: 

I R^ = Return on stix^ i in time period (eg., di^. wedc, mondi) / 
i ^ *c Retiini(» the macketpntfolio in period / 

Of = Regression constant fir stodc r 
pj —Beta for stock j 

In additioa to rdying oo historical data, nse rfthis e(]uation to estimate beta lequiies 
a niimber rf prac^ticd omipronuses, each of which can inaterialfy a£fe(:t tbe results. For in
stance, increasing die number rf time periods used in the estimation may infsove tbe sta-
tisCica] leliabiliQr rf the estimate, but risks tbe indusioo rf stale, irrdevant information. 
Similariy, shortening tbe observatioo period fiom monthly to weddy, or even daily, in
creases the size rfdie sanqite but may yidd observations that are not nonnany distributed 
and may introdtKC unwanted random noise. A third comproonse involves cfaoioe rf die mar
ket itt(tex. Theory dictates that Ĵ ^ is tbe return on tbe market portfolio, an unobservaUe 
portfdio (^insisting rf all lisky assets, itlr̂ 1lriiT̂ g hmnan c^ntd and otber tKntraded assets, 
in proportioo to tbeir inqicntance in worid wealth. Btfa pmvviea use a variety rf stodi mar
ket indices as fvoxies for the market portfdio <» tbe argument that stock maricets tratte 
claims on a sufBdendy wiite array of assets to be adequate surrogates for tbe undTservabte 
market portfolio. 

The following t^ le shows tbe compromises uiuleriying the beta estim^es rf three 
fntnninent providers and tbeir combined effect oo tbe beta estimates rf our satnidecon^»-
nies. Note, for exanqile, diat the mean beta rf om san^fe con^tanks according to 
Bkxnnberg is 1.03, white die same ntnnber according to Value Line is 1.24. £xfailrit 3 pn>-
vittes a coinplete list of saiiq>le betas by jmblisber. 
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CtMuprtHiiiscs Undcrtxing Beta Estimates and Tbdr Effed on Estbnated Betas 
rf S t n i ^ Corapantes 

M u t m - o f observation 
Timeiattrvai 

Sample mean beta 
Sample metfian beta' 

Btoanbag* 

102 
WMldy over2 yens 

S&P SOO 

i m 
I M 

V a h w I i M 

260 
VncUy ovcx S ycvs 

NYSEcompoaitc; 
1.24 
1.20 

Standard & Ivor 's 

60 

S&P SOO 
1.18 
1.21 

"Wilh ifae Btoomfaai serricc k it possMe U r i t lwir a beta over laaay Affcriag line pchodi, raaAet kaSoes, aad 
HnoodwJ or —ttjnwwi The Bggns pcgeaicd here irpimni, lhe baaa lint wr de&ali rttiiaafifi ^pywiadi l e d if one <dCT 
•ot ^ecafy other ^ppnacbas. 

Over half rf die coipcratitHis in cnir sample (item 10. Exbfint 2) rely on published 
souices for their beta estimates, aldiongh 30 percent calculate their own. AmxHig finnncial 
advisers. 40 percxau rely on published sources, 20 percent (»Iculate tbdr own, and ancMber 
40 p e r o ^ use what might be calted "fundamental" beta estimates. Tiiese are estimates 
wfaicb use moitifactor statistical moctels drawing on fundamental indices rf firm and in
dustry risk to estimate couqiatry betas. Ibe be^-known provider rf fimdamental beta esti
mates is the constilting firm BARRA. 

Wtdiin titese broad categories, die foUowing comments intUoUe that a nimdier rf sur
vey pattid|»Dts use more pragmatic a|:̂ proacbes. which (ximlnne publ^bed beta estimates 
or adjust published estimates in various heuristic ways. 

We asked our sampte conqiauies, "What do you use as ytxir volatility or beta factor?" 
A sampling rf responses shows that die chcnce is not dways a simpte one: 

- TWe use] adjusted betas reported by Bkximberg. At times, our stodc has been extremely 
vt^atile. If at A particular time die factor is consittered uDreas(niably high, we are apt to 
use a lower (more ccmsistent) cme." 

• "We begin with the observed 60-itKHitfa covariance between our stock and tbe marirec. We 
also consider Value line, BARRA, S&P betas kx cooquaison and may adjust the ob
served bda to m^cfa assessnKta of fotiare risk." 

• ' ^ e average Memll Lync:h and Value line figures and use Bkxnnberg as a (^leck." 
• " ^ e do not use betas estimated on our stock directiy. Our ctnnpany beta is built up as a 

>M3ghted averag of our business se:gntent betas—die segment betas are estimated using 
pore-ptey firm betas rf comparabte cxanpanies.** 

Equity Marke t Risk Premiuiii 

lliis topic prompted the greatest varier^ of responses among survey partidpants. Finan^ 
fliewy sa^ the equity market risk premium should equal the excess return e îpccted by in-
TOStors cm die market portfolio relative to riskless assists. How one measures expected fu
ture retums on tbe market portfolio and on riskless assets are problems left to practitioners. 
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Because expected future returns are tmobservabte. all survey re^yomtents extrapolated his
torical returns i i ^ tbe fidme on die presun^on tlitf past experience beavily coo(fitions fu
ture expectations. Where respondents chiefly difiered was in didr use rf ariAmetic versus 
^eomcinc average faistosicd eqia^ r^oriis and in dieir dKiice rf realized retails (» T-bills 
versus T-bonds to proxy for die return oo riskless assets. 

Tbe aritfametic mean retura is the sinqite average rfpast returns. Assuming tbe distri-
boticm rf retunis is stidde over time and dut periodte returns are indepewteat rf one ait-
odier. die aridnnetic reOBn is die best estimator rf expected recnrn." l i e geometric nMatt 
return is tbe ititemal rate rf retum between a singte outlay aad one or more future receipCs. 
It measnies dw corqxnnd rate rf retura investors earned over past periods. It accurately 
potiiByshistoricdinvestnicjUexpgience. Unless returns are die saine each tiineperi()(i, the 
geometric average will ahrays be less than die aritfainetic average and the g ^ widens aa re
turns become more vrfatite. 

Based xsa Ibbotson Assodates* (1995) date from 1926 to 199S. the mabix bekiw ilhis-
trates the possibte range rfequity maricet risk premiums ()qiendiiig on nse rf the geomet
ric as opposed to the aritfametic mean equity return and on nse rfreafized returns on T-biOs 
as opposed to T-bonds." Even wider variatioos in market risk premimns can mire when one 
(Jianges the historical peritid far averaging. ExteiidiiigU.S. stock expeiieiice back to ISOa. 
Siegd (1992) diows that historical market preniiinm have changed over time and were typ-
icaDy lower in tbe pf^ 1926 period. C^iteten and Lakomdnk (1985) illustrate ctmsi(teraUe 
variation in historicd preminms nang different time periods and mediods rf calculation 
even with data since 1926. 

Hie Equity Market Risk Prendnni (S . 

T-SBRann 

Geometric mcM letBiB 65% 

-RH 
• T«aadnrtHnn 

J ^ OS the texts and tratte books in our survey. 71 percent support uf« ^f th^ prithtiM t̂v', 
T^ rnean rettnn over T-bills as the bcsi surrogate for die e(|ui^ market ruk premium. For long-

tenn pnijects, Ehrfaardt advocates forecasting the T-biU rate and using a different cost rf 
equiO' for eacfa future time period. Kaplan and Rnback (1995) studied the equity risk pre* 
mium iriqilied by tbe valuatiCMis in highfy leveraged traiisactions arid estimated a mean pre-

"Several stndies have docummifd significant negnrve autocenglarion in retnms—das violalesoBeaf tbetaaen-
tial tenets of the arkfanjelic cakailatioD. since if retnnv ate iiol seriaHy iadqnndent. the stmpie ariUniefic mean 
of a distribution win not be ill eaqiecled vrine. The aoaoccHelntioo findings are reponed by R m and lnad i 
(1986), U u d MacKinlay (1988). aad PMoba and SanHoen (19B8). 
**Pot Urge Btnqiles of rmrnt ttie geometric avenge can be apptostimaied as the aiiduoetic tverage nunns oa^-
half the variance of leahiedrelniiis. Ignoring s a n ^ size adinstiDeact, the variaiice of rctoras in lhecumae t -
an9leis.09yiel(fing«ncstiiniaBof.)0- lA( i )9 )—J)3S«SJ4 versus die actoal 3 J%figBre.Kritzman (1994) 
provides an tntcresting caapvisan of the two types of avenges. 
"^Tbeae figures are drawn frofQ lUifc 2-1, Ibbotson (I99SX wfaeic die i C ^*w <hawn fina die *TBige CoiDpay 
Stocks' series, and X^dnwn from the 1«ng- l tan Government Bands" and TJ.S. Tieasory BiOt'' series. 
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minm rf 7.97 percent, which is most consistent widi tbe aridmietic mean and T-trills. A 
manority view is diat rfCopeland,KDller, and Mnnin (1990. pp. 193-94) writing on be-

d ^ half rf^ Corporate Finandal Practice at Mc^insey & Company: * ^ e believe that the 
geometric aveqge reptesatfs a better estimate rfinvestocs' expected letntDS over long pe-
riods rf time." Efatfaardt (1994) recommends nse rf the geometric mean retnm if one be
lieves stoddKdders u e *liiiy-and-]Krid" investors. 

Half rf the financial advisers queried use apremimn consistent widi tbearidimttte 
mean and TbSH returns, and many qiecifically mentioned use rf the aiilfaineric mean. C^or-
porate re^xMidents, on die otber band, evitlenced rnoR diveisity rf opinion and teiid to &-
vor n Inwer narfcrt jwffmhiin- 37 pejfceiU Me apceuiium rf5 to6 petrritf, and anothra' 11 
percent nse an even lower fignte. 

Comments R ^ a r d n i g AurkeC Risk I^uuimn 
^rbat (to yco aae at your marfcrr lidc laemiuuT' A sanqiliag rf reyooaea fimo our bea^ 
practice copyanies sbowitfae dwfce cap be a cowqteaiBd one. 

• 'Oiir4(XMiaais-p()nttitiaikB(prenuBmitbaBedaatfaeliistatka)relatioiiriiq)rfretiiins(»in 
artnaHrrd basis andAir mvesoutsat baidacn' '•**'"™**̂  cost rf equii^ baaed on anilysls' eani-
ngs pnijections.'* 

• ""Wc nse an Oibotsaaaalfaiiieiic avenge starting in I960. ¥fe have laiBcBd to niveaaacnt batiks 
and oooRikiiig fiiBtc with advice fiom 3 to 7 pcfccoL* 

• **A 60-year average rf aboot 5.7 pesceaL Uns tnnober has been uied for a tong time in die 
ooiiyaiqr aiid is asreacty the subject rf aooie debate aiid il inider review. We iiiay ooosider iB-
ing a time hoazon rf less tban 60 yean to estimace tUi pccmiDin.** 

• "WB are concittlyaaiiig 6 penenL In 1993 we pt&dvnionsiafvestiDeat banks and academic 
stntfies oo die issue as to tbe qipropiiate rtec and got anyndiere between 2 and 8 percent, but 
most were between 6 and 7:4peRcnL*' 

CoiiiiiiBiai from fiiianda] tdvisen also were levealiog. Wlufc soone stinfily reaptiotled diat d i ^ 
use a pddished faislocical avenge, olheci presenled a more coaytex pictere. 

• "Wc aofHoy a aelf-estimated S perceitf (arittnoetic average). A varieOF rf techait|ues « e naed 
in estitaatioa. We took al Ibbotson date aad focus oo more recent peotxls. aitiand 30 yean (bat 
it is not a s t r a i ^ 30-year average). Wc use mioothnig ir» iBiiqira, Monte Onto tinwlarinn. 
and a dividend discoont model oo die SAP 400 to eatimatt what die premhunafaonld be, gnea 
our ridc-fiee rate rfielnriL" 

• "We nae a 7.4 percau aridmietic mean, afier Ibbotson, Sn^nefidd. Vfe ured to tae die geo-
iiieiiic iiiean ftdkwiiig Ifae then scfactoty advke, bta we changed to the andimetic inean wliea 
we found later dial our ctanpetilars were usiiig tbe «riihiii> |̂i- mean and scfaolan' views were 

Commeots in our interviews (see box above) suggest tbe diversity among survey par-
ticqants. White most rf our 27 sanqde ctmqianies appear to nse a 6CHl^us-year historical 
period to estimate returns, one dted a window rf less than 10 years, two cited windows of 
about ID years, one be^aii averaging with 1960 and anotber widi 1952 data. 

This vanety rf practice sfatHild not come as a surprise, since dieory calls for a forward-
looking risk premium, one that reflects current maijci^ sentiment and may change with mar
led ccMiditioQS. What is dear is tiiat dioc is sub^aotial variation as practiti(»iers ny to op-
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eraticnalize die theoretical call for a market risk ptcminnL A glaring result is that fowJS" 
spondents qiecifitally died use of anv fcyward-looking method to siif̂ itemeitf or x^lace 
reaomg me tea leaves rfpast returns.'^ 

IV. THE IMPACT OF VARIOUS ASSUMPTIONS FOR USING CAPM 

Tb illustrate tbe effect rf tbese various practices, we estimated the faypotbeticd cost cxf et)-
uity and WACC for Blade & Decker, which we identified as having a wide range in esti
mated betas, and for McDonald's, wbicfa has a rdatrvdy narrow range. Our estimates are 
liypodieticar in diat we do not adopt any informatitHi nqiplied to us 1^ die canpaxMS but 
radwr qiply a range rf^iproacjies based on publicly avaOd^ information as rf late 1995. 
Ezhibft 4 gives Black A Decker's estimated costs rf equity and WACCs niKter varions 
combJnHicws rf risk-free rate, beta, and market risk premiums. Three dusters of pr»:tice 
are illnstrated. eadi in turn using duee betas as provided by S&P. Vaiac Line, and 
Blo(Hnberg (unatQustetl). The first approach, as suggested by some teaos, marries a short-
tenn risk-free rate (9(Vday T-biU yiekl) with Ibbotson's arithmetic mean (using T-bills) risk 
premium. Tlie second, adopted by a number rf finanrial advisers, uses a long-term risk-free 
tue (30-year T-bond yield) and a risk premium rf 7.2 percent (die modd premium men-
tiooed by financid adviaersX The third apfsoach also uses a long-term ridc-fiee rato but 
adopts the modd premium mentioned by corporate respondents rf5 J peicenL "Wc rqieated 
diese generd procedures for McDonald's. 

Ibe resulting ranges rf estimated WACCs for the two firms are as fcAows: 

Ml IwiBi TBUX MtofawWACC DUfciMeetoBMISPniila 

BlaGk&Dccker 12J0ft t ^ 0 % 490 
McOoMfaft 11.60ft 9 3 0 » WO 

The range fiom minimum to maximum is large for both firms, and the economic impact is 
potentially stunning. To ifinstrate ttiis, tiie present vahte rf a levd petpemd armud stream 
rfSlO million would range between $78 miUion and $118 nuDioo for Black A Detdter. and 
between $86 million and $108 miUion for McDonald's. 

Given the positive bat relativdy flat slope rfdte yidd cmve in late 1995. most of tbe' 
variation in our illusttaticn is explained by beta and the equity market premium assuix^ 
tion. Vxrialioos can be even more dramatic, especially when the yield curve is inverted 

**Oaty two teipondmts (one adviaor and one company) specifically ctiad tawanl-loaldng f t t i i rf" , altbough 
odBts c^ed OK of data from oinaide sooixs (e^g.. a coofttny tniiig an estiiDaie from an intvestiiient bankO w^Kie 
we cansoi identify whether forwvil-loQkiiig ''**=P"'*T arere used. Some am&s ttsiog 'Hf'*"' analyst forecasts 
in ifividnd grtiwih modelc Bigeest laaftet risk prettnnms average in the 6 to 6.3 percctt lange aiid cbaiige t»cr 
time with faigba preminms when iolaest lanes decline. See for instance. Ranis n d Marston (1992X Ibbotson 
(1994) provides industry-qieci&c cast«f-«qoity estiinaies itsiiig analysts'torecasts in a growth itiodel. 
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V. RISK ADJUSTMENTS TO WACC 

Fiiiance theory is ctear tfatt a singte WA(X is ^ipropriate only fiir iixvestments rf broadty 
couyaraMe risk: A firm's overaD WA(X is a smtaUe bencfamaric for a firm's average tide 
investments. Hnance dieory goes oo to say that such a conqnny-specific figure should be 
ac^nsted for dqaitures fiom sued) an average risk prt^te. Attracting capitd requites pay-
meitf rf a pseminm that depends on r i ^ 

We probed «4iether firms use a distmmt rate appropriate to tbe risks o i the flows 
being valued in questtons tm ^pes rf investment (strat^ic vs. tqierational). termuul 
vdntis, synergies, and nmltidrvisional ctnnpanies. Re^ptmses to these (jnestions dis
played in Exhibit 3 do nrf display much apparent alignment rf laactice. When finan
cial advisers were aslted bow tbey value parts rf mnltidrvidon films, all 10 firms sar-
ve^d reported diat &ey use different discouat rales for componeitt parts ^ e m 17). 
However, only 26 percent of conqianies always adjust tbe cost rf capitd to reflect die 
riak rf individnd investment (qiportunities Otem 12). Eariier studies (sommarized in 
Gitman and Mercurio (1982) reported that between a third and a half rf firms surveyed 
did not adjust fbr risk differences anxMig (»pital projects. These inactices stand in stark 
contrast to die recommmdations rf textlxxrics and trade bocks: Tbe books did not ex
plicitiy address all sutgects, but when diey did. they were imifotm in their advocacy rf 
risk-adjusted disccmnt rates. 

A closer look at specific re^xmses reveals die tensions as tbeory based oa traded fi-
n f̂winl assets is adapted to deasioas oa investments in red assets, bievitably. a fine line 
is drawn between use of finanrial markd data versus managerid judgments. I^sptxises 
from finnnfid advisers illnstrate diis. As shown in Exhibte 2, all advisers use different 
cs^ td costs for valuing parts (eg., dividcms) rf a firm (item 17); only half ever select 
different rates for synergies or strtt^ic (Opportunities (item 18); onty 1 in 10 state any in-
clinati(Hi to nse diffierent discount rates for termind values and interim cash flows Otom 
16). Two simplistic intexpcetaticms are th^ (1) advisers ignore inqxxtant risk tfiffierences 
or ^ ) matetid risk differences are rare in assessing foctors snch as termind values. Nd-
tfaer of these fits; our conversatitMis with advisers reved that ifaqr recognize in^iortBiit risk 
difiiBreoces but ded with diem in a nmltitiMte rf ways. Condder comments from two 
pfomiiient investment banks «4io use diffierent cental costs for valuing parts rf mdtidi-
visi(m firms. When aslred about risk adjustments for [nospective merger synergies, tbese 
same firms responded as follows: 

• "We make diese adjostments in cash flows and multiples rather than in discount lates." 
• "Risk factors may be different fm- realizations rf synezgics, but we mdce adjnstmeds to 

cash flows rather dian tbe discount rate." 

White finandal advisers typically value existing companies, txirporations face further 
challenges. Tbey routinety must evduate investments in new products and technologies. 
Moreover, t h^ ded in an administrative setting that mdds centralized (e.g., calculating a 
WACC) and dtyrnrraliTfiri (e.g., specific project appraisd) [nocesses. As die next box of 
commmts iDustrates, diese complexities lead to abtend of approaches for (tealing with risk. 
A number of respGn(tents mcnti(med specific rate adjustments to diyJinguidi between divi-
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siood c ^ t d costs, inieraatiood vcistjs domestic investments, and teasing versus nonkns-
ing situations. ID ocber instances, however, tbese same responttonts favored cash-fiow ad
justments to d e d widi lidcs. 

Why do practitionen risk-adjust discount rates in one case and work with cash-flow 
adjustments in another? Our interpretation is diat risk-xlinsted (fisconnt rates are more 
lilody used when die analyst can establish relativdy objective finandal market beadk-
marlcs for what rate adjustments should be. At tbe business (iSvision) level, data oo ctna-
parabte coiipanies prtTvide ccist-rf-capitd estimates. DdM aurketi provide snrrtigates for 
Ihe risks in leasing cash flows. Interaationd financid "••T^*** shed i n a g ^ oo cro«t-
coimtry differences. When no such market benchnuuks are avaUaUe. practitioners look 
to other metbotb for ttealing widi risks. Laddrng a good market analog fimn irtucfa to 
glean investor opidoo (io the form rf differing c i ^ t d (xists), the andyst is forced to rdly 
more on intemd focus, ihacticd inqilementaticin rf risk-adjtisted discoimt rates thus ^>-
pears to (kpend on the abilj^ to find tiatted financid assets diat are conyarabte in riak 
to die cadi flows being valued and dien to have fiw^^H data on dieae traited assets. 

Comments Regarding A4|ostnMsils for Project M i k 
When asked whether ihi^ adjusted (tisc(iuitt rates fbr prigect riik. conqianies provided 
a wiite range rfre^xmses: 

• "No, it's djfficalf to tkaw lines between die various bnrinrimi we invest in, and we also try 
as best we can to make adjustments for tide ia cadi-flow pfOfecttoBS ladier than In cost of 
c^ i a l facson. . . . We attvotaue minimiTJug tdjismients to cost rfcqitd calcnlatiaos and 
inaTimiTtngpn<lBnttaiMtoigrf«nieleyaiiiis«iiea(e.g..ooiinnDdiOr coats and iDterBationayp(>-
litica) lidcs).** At anodier point ibc same firm aoced that "for feaae aaaljrm ody the coM rf 
ddMisnwd." 

• *?fo(wettoo*iridca(liancoftrfcapiiaI].Welielievetfaere«etwobasiccaa4iaiieaa:(l)prD-
jecoKl carii flows, wfaicb dioiild incoqionte awestmeot liA. md (Z) (fisccaait ralB.'* The same 
finn ootetl, however Tor mteiiianoad mvesmenls, die discaant rate is attpntad for cutmny 
lisk." and "Far tecge aojniaiiioDs. die conipMy takes sigtuficaady greater care to *«**'Tf** aa 
accurate cost rfcapiiaL 

• Tto. but nae diviaiond costs rf capital to ralcnlaie a wei^ited average conyaay coat rfcap-
i ia i . . . for coBipaiiaoo atd posaiUe adgiatmenL" 

• Tes . we have catoolaled a cost rfca|Htd for divirioos based oo pure play betas and abo i n ^ 
gest sobjecttve atfjustmoiis based on each pngect. Car fceliiig it tfatf nse rf divisioad ctiits is 
tbe most frequeat distiiictioa ia die compaiqr.** 

• lUrdy. buiat leutcaicneoccasioawebave.fora wbdcDewHuerfbttsbesL** 
• "V^ do seosilivity atialysit oo every pnqecL" 
• "For tbe most part we make ride adfustmems qnalitativdy; t.e.. we use die cofpoctte WACC 

to evahiaiB a prcgect. but dien interpiet tbe result according to die risk rf dK proposal beii^ 
studied. Ifais could mean diat a tidgr project will be r^ected even dxMigb it meets die coqx>-
raie bnrdle rate objectives.'' 

• Tto domestically; yes interaaticmally—^wc assess a risk premium per counuy and adjust ifae 
cost rf c^ntd accocdiogty." 
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Tbe pragmatic bent rf ^jplication also comes to the fore vdien companies are asked 
h(iw often t b ^ reestipmaie coital costs (item 13. Exhibit 2). Even for tbose firms that rees-
timate relativdy fretjuently, die next box rf comments draws d id tii^ draw aa important 
distincticxi between estimating oqiitd costs a td poU^ changes aboot tbe cq i i t d cost fig
ure used in the firm'* decisioo m^Knj 

i%ms consider adidnistiative costs in structuring their pobctes on capstd coats. For a 
very large venture (eg., an acqdsitionX capitd costs may be revidted each tinte. On die 
odier hand, only large materid changes in costs may be fed into more fotmd project evil-
natioa systems. Hrms also recognize a certain amtngu^ in aiiy cost nnmber and are will
ing to live with approximxtions. White the bond maiket reacts to minine baii»point 
changes in investor remm requirements, investments in red assets, where the ikfisiwi 
process itseff is time-cansmning and oAen decentralized, iiivDive innck less precision, l b 
paiapfarase one rf our santfit companies, we use capitd costs as a roujg^ yardstidc rather 
than the last word in pn^ect evaloatioiL 

Otir iniopretatioD is that tbe mixed respcmses to questions aboot risk adjusting and 
leestiinating discoont rates reflect an often soi^iisticiated set rf practicd trade-o&; diese 
involve tbe size rfrisk differences, tbe quality rfirformation firrai financid mwtiPli. and 
the realities rf administrative costs and processes. In cases ndiere there are nutterid dif
ferences in perceived risk, a sufficient scate rf investment to justify tbe efifoit, no large 
scate administrative (Mniq>lcxities, and reaiUly identifiaMe irftamation frmn finiy'M 
markets, practitioners enqdoy risk adjustments to rates quite routinely. Acqindtions. 
valuing dividons rf compames, analysis rf fordgn versus domestic investments, and 
teasing versus nonteasing decisions were frequentiy d ted exan^tes. In conlrast. vtbea 
one or more rf tbese factors is nrf present, prwdtionets are more l ikdy tt tatptay other 
means to (ted with rides. 

(. 

Comments R ^ a r d i n g Recstimatii% WACC 
H(>w ficqueiidy do ]roo leestiiiiate yotn-conQpaiqr's cost of cqritd? Here u e te^KMses from best-
pfactice cxwnfMutieK 

• "Wc usually review it qoMitaiy bm would review more frequendy if market lates cfaaoged 
eDtm^ to warraitt die review, ̂ fe wotdd (miy anntMuicc a change in die rate if tbe recooqiaaed 
mnnber was materially different than the one cunmdy being uaedT 

• "We leestimate It once or twice a year, but we nudy change die number tfait die busiDess 
units use for dedsioD and planning purposes. We expect the actnd i ^ tt vary over time, but 
we also expect that average to be ^My coimant over the business cyde. Tbus, we tend to 
maintrin a steady discount late wiifaiii tfae company tner time." 

• "Ustially evety six inoiitfas, except in case rf very large iiivestiiieots, in which it is leestimaiBd 
for eacfa analyds." 

• "Whenever we Deed to. socfa as for an acquisitioo or big itrvcstmentpraposaL" 
• "^eevduale as needed (eg., for najor tax changes), but unless tbe cost rf cajMtd change is 

significant (a jnuqi to 21 percent, for instance), our cutoff rate ts not changed; it is used as a 
yarzfrtidt rattier than die last woid in project evaluation.*' 

• "Probably need a lOO-basts-pomt change to publisfa a change. We report ody to die oenest 
percent" 
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VL CONCLUSIONS 

Our research soo^t to identiiy die "best practice" in cost-rf-capitd estimatioa through in
terviews rf leading <»rpontions and fin^^ncia^ advisers. Given the huge annud eiqienditiire 
on capitd projects and cotporate acquisiti(ms each year; die wise sdectioo of discoimt rates 
is rf matciid importance to senior cocportfe managers. 

Tbc survey reveded Inoad acceptance of tbe WA(X as the basis for setting discount 
rates. In addition, tbe surv^ reveded generd alignmettt in many aqiects of tbe estima
tion of WACC Tbe main area rf notabte disagreement was in the details rf iixqileinent-
ing die capitd asset |xicing mcxtel (CAFM) to estimate tbe cost rf etpnty. This paper 
outlined the varieties rf jvactice in CAPM use. tbe arguments in fevtx- rf different ^ i -
[Hoacbes. and tbe practicd implications. 

In summary, we believe that tbe following dements r^iresent "best current practice" 
in the estimation ciWACC: 

• Wdgfats sbonld be based on mariet-vabte mixes rfddit aid eqmty, 
• The after-tax c(i6trf(ieteshc)uld be estiriiated fiom fnofjinrf pretax c(»ts,c(nnl»ned with 

marginal or statutory tax rates. 
• CAFM is cunently the prefeired mtxtel for estimating die cost rf equity. 
• Betas are drawn substantially fivm published sources, prrfening those betas using a long 

intervd rfequity returns. Where a ntnnber rf statisticd pidilisbeTS disagree, best practice 
rften involves judgment to estimate a beta. 

• RiA-free rate should matdi the tenor rf tbe cash flows being valued. For most capitd 
prefects and corporate acquisitions, the yield on die VS. govemment Treasury bond of 
10orinorejwars in mamr^woold be appropriate. 

• Chtnce rfao equity iiiaikct risk pretnium is die subject rf c()osi(terd4e ctxitroversy b(itfa 
as to its value and metlKxlrfestimatioiL Most rf oar be^-pncticecoQ^ianies use a pre
mium rf6 percent or lower, white many teixts and fir^anri*! advisers use tu^ier figures. 

• Monitaring for changes in WACC should be keyed to m^ir changes in financial market 
ctHiditions. but should be doo: at least annually. Actually flowing a diange tlnov^ a cor
porate system rfpioject vduation and compensation targets nuist be done gingeriy and 
only v/ben there are materid changes. 

• WACC sbooU be risk adjusted to reflect substantive differences among differem bad
nesses in a oofpnaticML For instance, finanrial advisers generally find the corporate 
WACC to be inqtprc^ioate for valuing different parts rf a corporatioo. Cjiven publi(Jy 
traded companies in different businesses, sncfa risk adjustment involves only modest re
vision in the WACC and CAPM qifxoaches already useiL CotrporaticMis also dte tfae need 
to adjust capitd costs across nationd boundaries. In dtu^(ms where market proxies for 
a particular type rfrisk class are not available, best practice involves finding other means 
to account for risk differences. 

Best practice is latgdy consistent with finance theory. Despite broad agreement at 
tbe tlMoreticd levd, however, there remain severd problems in ^iplication that can lead 
to wi(te divergence in estioiiated capitd costs. Based on these remaining problems, we be
lieve that further applied research cn two fnindpd b ^ c s is warrante(L Hrst, practiticnMrs 
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need additiond tctols for sharpening tbeir assessment rf relative risk. Tbe variation in 
company-specific beu estimates fiom different published sources can create large differ
ences in capitd cost estimates. Moreover; use rf risk-adjusted discount rates appens lim-
iled by lack rf good maricet pcoxks for different risk proGtes. We believe that appropriate 
ose rf averages across industry or other risk e s t rones is an aveiuK wtxtfa expkiraticiCL Sec
ond, practitioocrs could benefit bom further research on estimating equity market risk pre
miums. Currem practice di^lays large variations and focuses primarily on averaging past 
data. Use of expectatiood data appears to be a frmtfiil approach. As tfae next generatioa rf 
dieories gradually sharpen our indgjbts, we fed dial research atimtion to inqitemetUatixm 
rfexisting tbeory can make for red inyrovements in practtee. 

Hiially, our research is a reiiiiider rf die (M saying diat too often in bosiiiess we inea-
sure widi a micrometer, mark with a pencil, a td cut widi an ax. Despite dte many ailvaiicxs 
in fiff^ty^ tbeory, die particular "ax" availabte for estimating conqnny capitd costs remains 
a bhmt one. Best-practice compames can expect to estimate their weighted-average cost rf 
c ^ t d with an accuracy rf no mtne than phis or mimis 100 to 150 basis points. Tins has 
itDponant implications fcv bow managers use tiie cost rfcapitd in decision making. Hrst. 
do not mistake capitd budgeting for bond pricing. Deqiite the tools available, effective cap
ital ^jpraisd continues to require thorough knowledge rf die business and wise business 
jodgmenL Second, be carefd not to throw out the baby with tfae belli water. Do not rigect 
die cost of capitd and attendant advances in financid management became yonr finance 
peti te are not able to give you a pretdse number. When in need, even a Uunt ax is better 
than nothing. 
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EXHIBIT 1 
Three Snmy Sanqdcs 

CanipaBj Saiafir AdvlS0SamFle •RatbasfcmWe Boofc V a n ^ * 

Advanced Micro Devices 
ABeigaa 
Black 4k Decker 
CeOalarOnB 
Chevnia 
Colgato.rkbnotive 

Eastman Kodd: 
GOkCK 
17 III! ail l ibiaines 
Hobri 
I k p h n P n i k B i l 
Kandntf 
LawsoaManlon 
McDondd-s 
Motk 

CSRiatBoaaDO 
Dillan,li£ad 

Donaldton, l i i i l i iw. ^''tfWT 
j.r.MtMgm 

I tTaiiiTn BiDinefS 
MenaH^radi 

Morgan Stanley 
Salnmon 

SmitfaBnacy 
Watinilfrra P T T H I I 

Bmacy n a d M j m 
nnghani aodGapenaki 

Gtuua 
Rsas, WaaHtfieid s JifiiB 

IVadeBoeia 
rr jM 1 1 1 . KofleT * Mwr ia 

EnQMrat 
Ibbotaon Atsnriaifs 

PiVsiOo 
<iuakmOm 
Scberiag-noa^ 
landeai 
U^onCMbUe 
U.S.Wmt 
^ U D t B ^ 
wcyuoamee 
whtdpool 

N M C - F o r d K fnO tides of tcxtbookx B K I B«dc bookt. ptease KC A c pTCccdiaf l ia i flf R f n a E O . 
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EXHIBIT 2 
Generd Survey RcsnUs 
-

LDoyoOBseDCF 
Kcbmqoes to evahmir 
iBiiLaMMiiliiHii'ilimi«i«i7 

Z Do yoa nae w y fonn of a 

discoimt taae in your 
DCFaoaljws? 

3. B i r yoar ca« of c^Ntal. do 
yoo fimn any comhiaalinB 
of capital cost to desendae 
aWATTT 

4. What wciglNnig bctocs do 
yon nae? 
a. target vs. ameat 

debt/equity? 

befioce t n coat rf debt? 

6. What tax rate do yon ose? 

7. How do yon estimate yoBT 
cost of eqmly? ( I f yoa do 
not ase CAPM. s k ^ to 
<}nestion 12). 

B. As nsually wiioen, tbe 
CiAFM veraon of die coa 
of eqnty las tfai«e tams: 

CarperatinBS 

89% Yes, a i a f i i iBBy tool 
7% Yea, ody as a sectaidaty 

cool 
4 « N o 

89% Yet 
7% SoDoetiines 
4% M A 

85% Yea 
4% Sometimes 
4% No 
7% N/A 

TbrgtfOoTBir 
khirkMt/Bock 

S2%'niget 59%MaflBet 
13%Qincat ]S%lkinfr 
26%Uncataia 19%Uacertaia 
7%N/A 7 % N M 

52% Marginal cost 
j/Tib Ctirreat aveiigB 
4%Unccnato 
7 f t N/A 

^2% Mmgiaal or stalntocy 
J / % Avenge historical 
4% UiDCcrtaiii 
7%WA 

81%CA}%I 
4% Modified CAPM 
15% N/A 

85% Yes 
0%No 
1 5 * N/A 

FInaDclai Adviacn 

IOO%nlyoaDCF. 

nudtiples, coaapanMe 

Of lhese. lO%DCF» 

10% DCF is aaed naialjr 
- a s a d H d : " 

80%WagbtthellBee 

ptKpoae aad type of 
BoalyBis. 

10(1% Yes 

100% Yes 

TargOfCMmmt 
Martxt/Boak 

90%'nBret W f t M i r t e t 
10%Cmitn i lO%Boak 

60% Marginal cost 

60% Maigsnal or s&nuory 
30% Avenge bitacaieal 
10%UiBeTtam 

80% CAPM 

modified CAPM) 

90% Yes 
10% N/A 

l lnt lMakaaVadr Boote 

100% Yes 

lUUftYei 

lUU%Yea 

3!ifTcS^QHrTcnf 
Market /Bo^ 

86%'mget 
100% Market 

14% Cancoc / l k ; ^ 

29%NDe)qdicit 
leroaimenrtation 

7 1 % Matgiaal or staiuiwy 
.£Mb No C3Cpiicit 

nccanmeadHiao 

IUU%nimanly 
CAPM 

(Ptber methods 

. . . . . . 

priciag model 

100% Yes 

a lisfc-fiee rate, a volatility 
or lieta fKtor. and a martel 
lisle pteminia. Is this 
consisteni with yonr 
company's approach? 
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172 CaK 12: "Best Piactioei" in Estimaiing d c Cost of Capitd: Sarvey and Synthesis 

EXHIBIT 2 (continued) 
" " t y i at HUH FinaiMiBlAdviMn Ttartbaota/ftade Booto 

9. What do yoo ose for tbe 
risk-face rale? 

10. What do yoo nae aa yonr 
volatility cr beta bcmr? 

11. What do yon nae ai ymv 
maifeet ride prennnmT 

4%9(MayTMQ 
7%3-7year'neasaies 
33% lO-ycarTieasnrie* 
4% 20-ye8rT(ea3tBies 
33% 10-30 year Tr 
4% 10 ju.oe9&-dxf, depends 
15% N/A 
^ laay said dsy maldi tte 

^^H* OS Hie tide-see mae lo 
the m o r at die asvesueat) 

52% ftibHdicd aoutee 
3% Hnandd adviKr's 

10%904layT.biD 
10% 5-10 year Iteasnries 
30% 10-30 year Tnasmies 
40% aO-year'neasnties 
10% N/A 

43%T-bilIs 
29% LX'neasaries 
UftMwiilenirrf 

14% Don't i q r 

30% Self-cakidaMd 
15% N/A 
11 % the fixed lane of 4-4 J% 
37% Use fixed rate of 5-6% 
4% Use geometric mean 
4% U K aridmietic mean 
4% Use avenge rfhistorical 

15% Uae financial adviicT's 

12. Having estnnaled yoat 
convaiiy's coat of capital, 
do yon ante any ftatber 
adjnstmeals loicflect the 
liskofindnridoal 

7% Usepteminn over 
l̂ eastBoea 

3% Use Vdoe Une cstimMe 
15% N/A 
26% Yes 
33% Someiiiiies 
4 1 % No 

30% Aaidameaial beta 
( e ^ BARRA) 

40% ftdilisliwd lotBce 
20% Seltcalcidaaed 
10% N/A 

10% Uae fixed m e of 5% 
50% Uae 7-7.4% 

(Smilar lo aridmietic) 
10% LT aritfanetic mean 
10% Bodh LT aridimetic and 

geometric mean 
10% spread above Treaswies 
10% N/A 

Notasfced 

lOtHb meatian svnlabiliqr of 
oubnaned soiaces 

7 1 % Aitflairtw.ttnsaofical 

15% aeomefiac htstorical 
meaa 

14% Don't say 

13. How freqnentty do yon 

coat c f captfat? 

14. Is dte cost of c ^ tal ased 

prefect analysis ia your 

4%Moadiiy NotmlDBd 
l9%Qaafteriy 
l]%SeniiannBally 
J7%Anaua[ly 
7% rontirmlly/evesy 

1!)% Inficqoeady 
4% N/A 
(Generally, many said dot in 

addition to scbednled levievs. 
diey rccsfinate at needed fbr 
s^atficaiit events sucb as 
acqnisitioiB and higb-impact 

51% Yes Not ashed 
44% No 
4% N/A 

86% Af^ittt beta fbr 
mveatmeat risk 

14% Don't say 

lt)0% No explicit 

100% No explidl discusskM 
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Refacnos 173 

EXHIBIT 2 (concluded) 
Fiaandal Adviacn l^zOtoalB/IVadc Books 

co^Hoy? (For example, 
10 tvahidr Jviaooal 
perfcaoaaoeT) 

15. Do yo» diiringnidi 48% Yes 
betvcen analegic and 48% No 
cpeniioaalinveanoents? 4%N/A 
bead of capilal ased 
(fiSBRndy m ineae two 

Notadul 

]6.WbatnMdKMli<to7oaaae Not 
•> eitanaK Mmiou vwne? 
Do yon nae die same 
daacoaat tats xor Ibe 
aiuiiiid vatoe as Cor tbe 
lalfwaaicaah flowiz 

17. In valai^ a molliiSvitioad Notuted 
company^ do you aggregate 
dK valoBBOi tiie mdividnd 
divuicBi, or jnat wtae me 
finn • a whaie7 If yon 

30% Exit Buhiples ooly 
70% Bodi muhipfci aad 

peipelnity DCF modd 
70% Use sMse WACC fbr TV 
20% No msponse 
lOftRamydH^e 
100% AUoedK pmts 
100% Use diffoeiK WACQ 

figr aepacaie valnatioos 

29% Yes 
71 % No explicit diacatssioo 

71% tapemky DCF model 
29% No explicit (fiscnsaiao 
100% No expBcii diacttsdim 

ofsepartfeWACCtor 
•>Tn»iMi value 

100%: Use distiact WACC 
fbr each (fiviaoo 

•cpamdy; do yvM nae a 
mSeRcr cost of cjpiul 
for eadi oae? 

18. In yom valnatiom do yoa NotaAed 

to vahie tyaeigies er 

Not sftkcd 

( e . ^ faigfaer or tower 
dbcoont naes, options 
vataadoo)? 

19. Do yoa male aoy 
mQnianeMs to tfae lisk 
prcmiuBi for changes n 
market conditions? 

SL Hew long have yoa been 
with die campan]r7Whd 
is ytmr job title? 

Mean: 10 yean 
All seaior. except I 

30% Yes 
50% No 
20% Rarely 

20% Yes 
70% No 
10% N/A 

Mean: 7 J yean 
4 M D B . 2 V P S , 4 

aaociaies 

29%: Uae distinct WACC fbr 
y j g i L j 

71% No explicit (fiacassioa 

14% Yes 
86% No explicit 

N/A 
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174 Case 12: *Veat hactices" in Bstimatjag the Cost of C^atah Snrw^ and Syadnis 

E X B 3 I T 3 
Betas tor Corporate Surrey Rc^Mmdciiis 

BtoeoAcrg B««a* 

AdwMcdMicso 
ABcigaa 
BkckADecker 
CelfadarOBe 
CbmoB 
Colgaie^almalHe 
OoBMBtrp 
Compaq CompoBT 
FatTiwan Koddc 
OUeDe 
GnwifisB IiKhisaiea 
Heekd 
Hewkl^PK±a^l 
KarthnI 

McDonald's 
Memk 
Moannio 
PepsiOo 
QutarOais 
Schering-Plough 
Ikodem Coo^Mieis 
Uaioa Carbide 
U.S.WBd 
Wata Disney 

Whir^iool 
Mem 
Median 
Standnd deviatioe 

Saw 

IJO 
094 
1J06 

a70 
U l 
IJO 
1J6 
0J4 
093 

134 

093 
073 
089 
I.I2 
1J8 
051 
1J5 
U l 
061 
1.42 
OTS 
090 
I i Q 
ISO 
0L3i 

A4to>tod 

1.13 
096 

' 1J04 

0.80 
1.07 
I J 4 
1.18 
049 
093 

1JZ 

096 

osz 
093 
IJOB 

1.26 
0L67 

1.23 
I M 
074 
1JE8 
085 
093 

isa 
IJOO 

oai 

VahM Lhie Bctns 

1.70 
I M 
IJBS 

Not fisted 
OTO 
U O 
135 
I JO 

NMF 
1.23 

Not fisted 
Noi f ided 

1̂ 40 
Not bsmd 
Not hsttd 

likS 
1.10 
1.10 
1.10 
O90 
1.00 
1.75 
I JO 
075 
1.15 
I J O 
1.55 
I M 
I J O 
0 J 9 

S&PBc 

1.47 
136 
1.78 

om 
or? 
130 
135 
037 
IJO 

1.96 

1J)9 
1.15 
136 
1.19 
067 
082 
139 
094 
0,53 
132 
131 
138 
I.IB 
131 
0.41 

Range MaThiiam Mbmaota 

057 
042 
074 

012 
033 
030 
037 
032 
037 

O M 

O M 

on 
047 
O L I I 

a7i 
0M9 
0J3 
037 
032 
027 
043 
a«B 
042 
042 
019 

Note: 
1. B k M o t a i c ' t adjuaed beta u p , ^ - ( . 6 6 ) ^ ^ •«- ( 33> I i ) 0 
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Reftnaecs 175 

E X H I B I T 4 
VariatioiB in Cost-rf-Caintal (WACQ Estimates for BlM:k A Dedcer Usins Different Mctfaads 
rfhnplerocnting tfae Cn^tdAssd Pricing Modd* 

I jiioft-dm n te pns arnnaetic avenge nsttncal oA premmm (***'"""''*''"*" by some texts) 
" j ^ - 536%. 90^layT-bas 

j ^ - j ^ - 8 3 0 % . Ibbotmnarithmeticavengedace 1926 

Cmta fE^ i ly CaatafCapital 
BdaServfae (RJ (WftOQ 

Btoombeig. fi« 1J16 I4>|0% 9.70% 
\UneLme.9>-1.6S 19.40% 1230% 
S A P . p - I . 7 8 2030% 1230% 

2. La^-iBrn rate pins risk preoaiimof730%r'niodar practice cf financial adviseissarwq>«d) 
Mfm 636%, 30-yarT.|Mmdk 
J^ - Kf^ 730%, modd ii ipuaar of fiaaacid advisers 

CoatefE^alty Gaa t^C^pto l 
BetaServlee (KJ (WACQ 

Bkio^wtg. p - li)6 13.90% 9.40% 
^UwLiae, p - 1.65 ia.10% 11.60% 
S*P .p -1 .78 19.10% 12.10ft 

3. Loog-igm rate pha ride preadMn of 530% fmodaT practice of ootpontionaaurveyoj) 
gf~ 636%. 30-ynr74a^b 
K^ - J ^ * 530%, modd respooae cf cotporatioas 

CortofEqaltT C M e f O p i l a l 
BetaSgvlea (RJ (WMDQ 

Btooabeig, p - 1 4 ) 6 12.10% 830ft 
Vdne Line, p - 1 . 6 5 1530ft 1030% 
SAP, p - 1.78 16.10ft lOJOft 

l a aa CMM Ac CAIV i* ami u M i ^ t t ih> COM of •909. ^ HM of debt k w«^Md » b* 7 J1 pWBMC bBoi CM • BM i« i^ . Ibi 
•snaKd 10 bc 3S pcnxM. and dab to HOTMd M RpienH 49 peneat «f cainaL 

http://SAP.p-I.78
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DOD-IR-87 

IRef. DOD-IR-471 

Please provide the requested information for HEL 

HECO Response: 

The referenced DOD-IR-47 requested "the administrative costs and flotation cost components, 

including discounts, commissions, corporate expenses, offering spread, and mm^ket pressure as a 

percent ofthe market price for each ofthe following sources of equity: conversions of 

convertible preferred stock, dividend reinvestment plans, employee's savings plans, warrmits mid 

stock dividend programs." HEI does not have convertible preferred stock and wara i t s Mid stock 

dividend programs, and does not have information relating to the administrative costs and 

flotation cost components available from HEFs inception for its dividend reinvestment and 

employee's savings plans. Further, HECO objects to providing the requested information on the 

grounds that the resem^ch to attempt to compile this type of detailed information for the time 

period where there may be some information available would be unduly burdensome. (As stated 

in Dr. Morin's testimony HECO T-18, he does not rely on such information as it is impractical 

and prohibitively costly to start from the inception of a company and determine the source of all 

present equity and that a practical solution is to rely on the results of empirical studies which 

quantify the average flotation cost factor of a large smnple of utility stock offerings.) 

Without waiving HECO's objection, available non-public confidential financial 

information on the stock issuance costs for the dividend reinvestment and employee's savings 

plans is provided below pursuant to Amended Protective Order No. 23378. As ofDecember 31, 

2006, the total capital stock expenses, which includes costs related to the issuance of shares (e.g., 

legal expenses, printing costs and registrations fees), for the dividend reinvestment and 

employee's savings plans were ^ ^ ^ ^ ^ | mid ^ ^ ^ ^ ^ ^ | respectively. 
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DOD-IR-88 

[Ref. DOD-IR-48] 

a. For the "traditional" utility companies that have a Purchased Power percentage of 0%, does 
Value Line publish a 0% figure for those companies, or does Value Line not publish those 
data? 

b. What is the publication date ofthe information provided? 

c. Please explain why Avista and Cinergy were included in the group. 

d. Please provide the percent Purchased Power for the T&D utilities. 

e. What is "Hawaiian Energy Ind"? 

Dr. Morin's Response: 

a. Blank entries signify non-applicable. Zero entries mean zero. 

b. The Value Line Survey was the most current information available as of May 18, 2007. 

c. Avista missed the 50% utility revenue filter by only 1%, and Cinergy was recently acquired 

by Duke Energy and constitutes a laigQ pmt of that company. Duke Energy is in the original 

sample from which the smnple was derived. 

d. Dr. Morin does not have that information for operating electric utility compmiies. One 

would reasonably think that stand-alone operating T&D-only utilities, with no power 

generation ownership, would purchase all of their power needs. 

e. That should read Hawaiian Electric Industries, Inc. 
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DOD-IR-89 

IRef. DOD-IR-561 

If the example is the same (same flotation cost, same payout, same allowed retum), but the 
market-to-book ratio is 1.1, is the resulting growth rate greater or less thmi the assumed 5%? 
Why? 

Dr. Morin's Response: 

That is an intemally inconsistent hypothesis in the spreadsheet. The market-to-book ratio (M/B) 

is the output ofthe process mid not the input. The stock price in the numerator ofthe M/B is 

given by the dividend divided by (k-g), and is in turn equal to eamings times the payout ratio. 

Eamings is the allowed retum times the book equity. Thus, you cannot alter the M/B ratio, as it 

is the outcome ofthe process. 
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DOD-IR-90 

IRef. DOD-IR-581 

Please provide the information requested. Due to various office moves, the DOD cost of capital 
witness does not have access to data request responses provided in the Company's 2005 rate 
proceeding. 

HECO Response: 

Please see pages 2 to 5 for HECO's response to DOD/HECO-IR-3-39 in Docket No. 04-0113 

(HECO's 2005 Test Year Rate Case) filed on April 13, 2005. 
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DOD/HECO-IR-3-39 

[Gnechten Direct, p. 3,11. 10-15] 
Please list the capital structure, embedded cost rates and cost of equity requested by the 
Company ia Docket Nos., 7766, 7700, and 6998. 

HECO Response: 

See the attached for the infonnation from rebuttal testimonies in the referenced dockets. 
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HECO-R-1702 
D0C:KET N O . 7766 
PAGE 1 OF 1 

Hawaiian E l e c t r i c Company, I n c . 

COMPOSITE EMBEDDED COST OP CAPITAL 
E s t i m a t e d 1995 Average 

(A) (B) (C> 

Capitalization 

(D) 

Short-Term Debt 

t^ng-Term Debt 

Preferred Stock 

Common Equity 

Total 

Amount 
in 

Thousands 

$47,328 

336,210 

60,525 

423,414 

$867,477 

Percent 
of 

Total 

5.46 

38.76 

6.98 

48.81 

100.00 

Earnings 
Requirements 

5.00% 

7.13* 

7.28% 

13.00% 

Weighted 
Earnings 

Requirements 
(B) X (C) 

0.27% 

2.76% 

0.51% 

6.35% 

Estimated Test Ye^r Composite Cost of Capital 9.89% 

NOTE: NUMBERS MAY NOT ADD EXACTLY DUE TO ROUNDING 
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HECO-R-1601 
Docke t No. 7700 
Page 1 of 1 

Hawai ian E l e c t r i c Company, I n c . 

COMPOSITE EMBEDDED COST OF CAPITAL 
E s t i m a t e d 1994 Average 

(A) (B) (C) <D) 

Short-Term Debt 

Long-Term Debt 

Preferred Stock 

Common Equity 

Total 

Capitalization 

Amount 
i n 

Thousands 

$45 ,240 

3 1 5 , 0 1 9 

5 9 , 5 8 2 

394 ,492 

$814 ,333 

P e r c e n t 
of 

T o t a l 

5 .56 

38 .68 

7 .32 

4 8 . 4 4 

1 0 0 . 0 0 

E a r n i n g s 
R e q u i r e m e n t s 

4.00% 

7.04% 

7.30% 

12.75% 

Weighted 
E a m i n g s 

R e q u i r e m e n t s 
(B) X (C) 

0.22% 

2.72% [ 

0.53% 

6.18% 

Estimated Test Year Composite Cost of Capital 9.66% 

NOTE: TOTALS MAY NOT ADD EXACTLY DUE TO ROUNDING 
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HECO-R-1202 
DOCKET NO, 6998 
P a g e 1 o f 1 

H a w a i i a n E l e c t r i c Company, I n c , 

COMPOSITE EMBEDDED COST OF CAPITAL 
E s t i m a t e d 1992 A v e r a g e 

(A) (B) (C) m 

Short-Term Debt 

Long-Term Debt 

Preferred Stock 

Common Equity 

Total 

Capitalization 

Amount 
in 

Thousands 

$35,620 

250,352 

61,396 

310,823 

$658,191 

Percent 
of 

Total 

5.41 

38.04 

9.33 

47.22 

100.00 

Earnings 
Requirements 

5.00% 

7.79% 

7.41% 

13.50% 

Weighted 
Earnings 

Requirements 
(B) X (C) 

0.27% 

2.96% 

0.69% 

6.38% 

Estimated Test Year Composite Cost of Capital 10.30% 

NOTE: TOTALS MAY NOT ADD EXACTLY DUE TO ROUNDING 
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DOD-IR-91 

IRef. DOD-IR-681 

Please provide any and all evidence (letters, memos, trmiscripts of telephone conversations, any 
form of correspondence, etc.) submitted by S&P to HECO indicating that S&P definitely intends 
to change HECO's risk factor from 30% to 50%. 

HECO Response: 

The Compmiy does not have any further evidence submitted by S&P to HECO indicating that 

S&P definitely intends to change HECO's risk factor from 30% to 50%. However, based on 

S&P's May 7, 2007 pubhcation, as presented in HECO's response to DOD-IR-68 of this 

proceeding and recent discussion with S&P, it is our understanding that all of HECO's firm 

capacity purchased power contracts would be assigned a 50% risk factor, since HECO's fixed 

capacity purchased power costs are recovered through base rates that are established in rate 

cases. 
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DOD-IR-92 

IRef. DOD-IR-701 

a) What proportion ofthe long-term debt currently on the books of HECO is represented by 
revenue bond debt? 

b) Are the revenue bonds issued by the State of Hawaii, or the City and County of Honolulu 
and the Counties of Maui and Hawaii? Are those bonds rated by the rating agencies? If so, 
what are those ratings (provide a recent report); if not, please explain why not. 

c) What proportion ofthe long-term debt currently on the books of HECO is represented by 
debt secured only by the revenue stream of HECO? 

d) From what entity or firm does HECO purchase bond insurance? Please provide a complete 
copy ofthe most recent bond insurance agreement. 

e) Would the bond rating ofthe revenue bonds be affected if HECO's bond rating were to 
change? If so, please explain how and why. 

HECO Response: 

a. HECO's long-term debt, as presented in HECO's finmicial statements, consists of long-term 

borrowings and hybrid securities. All of HECO's long-term borrowings are revenue bonds. 

Per HECO's finmicial statements as of March 31, 2007, revenue bonds are 94% of HECO's 

total long-term debt. It should be noted that the "Long-Term Debt" in HECO's Composite 

Cost of Capital for the Test Year 2007 Average presented in HECO-1901, consists of 

revenue bond issuances and other adjustments (see HECO-1903 for details). The "Hybrid 

Securities" are presented as a separate line item in HECO's Composite Cost of Capital in 

HECO-1901. 

b. HECO's revenue bonds are issued by the Department of Budget mid Finmice ofthe State of 

Hawaii for the benefit ofthe utilities. All ofthe outstanding revenue bonds issued for 

HECO are insured and currently rated AAA by Standard & Poor's ("S&P") and Aaa by 

Moody's based upon a fmancial guarantee provided by the respective insurers. See attached 

pages 3 to 5 for the rating letters from S&P and Moody's for the most recent revenue bond 

sale for HECO. 
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c. All of HECO's total long-term debt (revenue bonds and hybrid securities) are unsecured. 

Payments are made under a pledge ofthe obligations of HECO to make the respective 

payments under the agreements, notes, and guarantees delivered pursuant to the agreements. 

d. HECO's outstanding revenue bonds are currently insured by Financial Guaranty Insurance 

Company ("FGIC"), XL Capital Assurance Inc. ("XLCA"), Ambac Assurance Corporation 

("AMBAC"), and Municipal Bond Investors Assurance Corporation ("MBIA"). A copy of 

the insurmice agreement for the recent revenue bond Series 2007A and Refunding Series 

2007B was filed with the Public Utilities Commission on May 25, 2007, as required by 

Decision & Order No. 23100 for Docket No. 2006-0383 (relating to the refunding bonds). 

e. Yes, the bond rating of revenue bonds may be affected if HECO's credit rating were to 

change. Future revenue bonds, whether insured or not, may be affected as insurance 

premiums and/or the revenue bond interest rates are based upon HECO's credit ratings at the 

time ofthe sale. Further, although all ofthe outstanding revenue bonds issued for HECO 

are insured and the revenue bond rating for insured bonds are based upon a financial 

guarantee provided by the respective insurer, the rating ofthe outstanding revenue bonds are 

still subject to revision at any time. 

It should also be noted that future annual insurance premiums for some ofthe 

outstanding revenue bonds may be affected if HECO's senior unsecured long-term debt 

rating and/or HECO's Issuer Rating were to change. Future annual insurance premiums for 

some ofthe existing insurance policies m'c based on the Company's senior unsecured 

long-term debt rating and/or the Compmiy's Issuer Rating at the time the annual insurance 

premiums become due. 



DOD-IR-92 
DOCKETNO. 2006-0386 
PAGE 3 OF 5 

MftR-26-a007 14:41 STfiNDflRD AND POORS 
,'yMi.-,ni£i:JrLH 

STANDARD SJI?STioo4i 
ScPOOR'S 

March 26,2007 

Mr. Jef&€y Fried 
Financial Guaranty Insurance Co. 
125 Park Avenue 
New Yoric,NewYoric 10007 

Re: Department of Budget and Finance ofthe State of Hawaii - S140,000,00 -
aggregate piincEpal amount ofthe 4.6S % Spectal Purpose Revenue Bonds 
(Hawaiian Electric Company, Inc, and Subsidiaries Projects) Series 2007A • 
PoUcy # 07010122 - Dated M a « h 27,2007 due March t , 2037 

D e a r i e . Fried: 

Pursuant to }«ur request fer a Standard & Poor's rating on the subject obligations, we have 
reviewed tbe infixmation submitted and have assigned a rating of "AAA". 

Hiis i ^ec t s our assessment ofthe likelihood of rep^^ment of principal and interest based cm die 
bond insurance policy your company is providing. 

Rating adjustments may result &om changes In the financial position of your company or &om 
alterations in docunwnts governing the issue. With respect to the latter, please no t i^ us of any 
changes or amendments over the term ofthe Issue. 

When using the Standard & Poor's rating, inchide the defuiition of the rating together with a 
statement that ibis may be changed, suspended or wididiawn as a result of c h a n t s in, or 
unavaflabilit/ o^ infcsmation. This rating Is not a "maiket rating", because it is not a 
recommendation to buy hold or sell ttie obligations. 

If you have any questions, please feci free to contact me. 

Very truly yours, 

JS 

www.st̂ dardandpoors.com 

http://www.st%5edardandpoors.com
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MflR-aV-2007 10:34 STANDARD AND POORS P.01/01 

STANDARD SYBTIOMI 

&POOR'S 

March 27,2007 

Mr. Jci&ey Fried 
Financial Guaran^ Susuzancc Co, 
125 Paric Avenue 
Ncw Yoik, New Yoric 10007 

Re: Department of Budget and Finance ofthe State of HawaU - 5125,000,00 -
aggregate principal amount ofthe 4.60 % Special Purpose Revenue Bonds 
(Hawaiian Electric Company, Inc, and Subsidiaries Projects) Refunding 
Series 2007B - PoUcy # 07010123 - Dated Marcit 27,2007 due May 1,2026 

Dear hfr. Fried: 

Pursuant to your tcqucst fiir a Standard & Poor's rating on ttie subject obligations, we have 
reviewed Ifae infonnation aibmitted and have assigned a rating of "AAA". 

Tins reflects our assessment of &e likelihood of repayment of l^incipal and interest based on tbe 
hood insurance policy your company is providing. 

Bating adjustments may result fiom changes in the financial position of your company or &om 
alterations hi documents govcming ttie issue. With respect to ttie latter, please notify us of any 
chan^ or amendmraits o^w ttie term of ttie issue. 

When using ttie Standard & Poor's rating, include the definition of ttie rating togettier with a 
statement Ihat ttsis may be chan^d, su^xudcd or wittulrawn as a result of changes in, or 
unavailability of, tnfwmation. tias rattng is not a 'tnarket rating", because it is not a 
recommendation to buy luM or sell ttic obligations. 

If you have any questtons, please feet fiee to contact me. 

Very truly yours, 

JS 

www.standardandpoor3.com 

TOTAL p.01 

http://www.standardandpoor3.com
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nfiR-27-20a7 09:41 MOODY'S 790 P. 02 

MaoiSy's tnvBstors Servie 

1Q0PI$zaS 
HartKfside finandal Center 
Jersey City, t ^ 073! 1 

M;tich27,2007 

Ms. Tayne S.Y. Sekimura 
Financial Vice President and Chief Financial Officer 
HawaiuuD Eleanc Company^ Inc. 
900 Bichaids Street 
P .a Box 2750 
Hanohilu, Hawaii 96840 

DearMs. Sekimma: 

Per your request, Mooc^s Invcstore Service Rating Cbnimitiee has reviewed a. copy of the Official 
Statemetic of the Department of Bw^et and Finance of the State of Hawaii, dated Much 20,20^ 
relating to the $140,000,000 4i>5% Specbl Purpose Revenue Bonds (Hawaiian Electric Cbn^Mny, 
Inc. and Subsidiaries Projects) Series 20Q7A due March 1,2037 and the $X25,0O0,0OO 4-.60% 
Special Ptupose Revenue Bonds (Htwaiian Electric Company, Inc. and Subsidiaries) Refunding 
Series 2007B due May 1,2026, 

Based upon our review and subject to final documeniadon. k is Mooc^s opinbn that th« Series . 
20O7A bonds and the Refunding Scries 2007B bonds, ̂ Khkh both represent scabr unsecured 
oy^arions of (^watiaa Bkctzic Company, Inc, each be assigned an underi>tng rating of Baal. 

Also, affective today, Mood/s Investors Service assipied a rating of Aaa (Financial Guaranty 
Insurance Company- Surety Bond Policy Number 07010122) to the $140,000,000 Series 2007A 
bonds and a racing of Aaa (Financial Guaranty Insunmce Company- Suiety Bond Policy Number 
07010123) to die $125,000,000 Refunding Series 2007B bonds. Tlie ratings arc based upon a 
financial guarantee provided by Financial Guaranty Insurance Conpany for repayment of interest 
and^niocipaL 

Moody's ladng is subject to revision or wididiawal at any rime vnthouc prior notice. Ihe rating 
and any revisions and wtiidrawals thereof are pubHcfy-cSssenunated by Mwd/s through nonml 
print and electromc media and tn response to oral requests to Moody's rarii^ desk. 

If I maybe of further assistance, please call me at (901) 915-8756. 

Sincerely, 

(j.Sabaicllc 
Vice'Presfclfint • Senior Qedic Offker 

TOTfU, P . K 
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DOD-IR-93 

As a result of HECO's June 2007 updates, please show the net operating income, rate base and 
revenue requirement that HECO proposes. 

a. Please identify and describe in detail all information not yet provided in the HECO June 
2007 update and in the responses to previous CA and DOD IRs that HECO believes 
would be necessary in order to accurately determine the net operating income, rate base 
and revenue requirement that results after HECO's June 2007 updates. 

b. Please provide all information identified in response to part a. 

HECO Response: 

HECO is providing a June 2007 update for HECO T-23 that includes the operating income, rate 

base, revenue requirement and other supporting documents resulting from the June 2007 Updates 

ofthe other witnesses and all revisions and supplements to those updates (which may be 

reflected in the Company's responses to information requests from the Consumer Advocate and 

the DOD). 

a. The Compmiy is identifying the changes to the June 2007 Updates in revisions and 

supplements to the updates which the Compmiy is providing in separate filings. 

b. See the response to a. 
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DOD-IR-94 

Impact of HECO updates. Please confirm that HECO does not know and cannot quantify what its 
updated net operating income, rate base or revenue requirement is. If this is not the case, please 
show what HECO's updated net operating income, rate base or revenue requirement is in similar 
format to HECO's filing at the HECO-2301 and 2302 workpapers. 

HECO Response: 

See the Company's response to DOD-IR-93. 
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DOD-IR-95 

HECO test year revenue and expense updates. Please confirm that HECO is proposing or has 
conceded to each ofthe updates shown in the following table and that the quantification of each 
is accurate. For any items listed where HECO has not conceded the adjustment, or for which 
HECO believes the adjustment is not accurately calculated, please explain fully, provide 
information that HECO believes is accurate, and reference each amount used in HECO's 
explanations to a source document and/or previously provided response to a CA or DOD 
information request: 

Hawaiian Electric Company, Inc. 
Adjusted Net Operating Income 
(Thousands of Dollars) 
Test Year Ending December 31, 2007 

Line 
No. 

1 
2 
3 
4 

5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

Description 

Electric Sales Revenue 
Other Operating Revenue 
Gain on Sale of Land 
TOTAL OPERATING REVENUES 

Fuel 
Purchased Power 
Production 
Transmission 
Distribution 
Customer Accounts 
Allowance for Uncollectibles 
Customer Service 
Administration and General 
Gen Excise Tax Rate Incr Adj 

Operation and Maintenance 
Depreciation and Amortization 
Amortization of State ITC 
Taxes Other Than Income 
Interest on Customer Deposits 
Income Taxes 

TOTAL OPERATING EXPENSES 
NET OPERATING INCOME 

23 AVERAGE RATE BASE 

24 RATE OF RETURN ON RATE BASE 

Notes and Source 

Per HECO 
Original 

Filing 
(A) 

$1,346,379 
$ 3,391 
$ 507 
$1,350,277 

$ 542,961 
$ 386,108 
$ 68,222 
$ 10,491 
$ 24,722 
$ 12,020 
$ 1,358 
$ 7,176 
$ 72,007 
$ 320 
$1,125,385 
$ 79,736 
$ (1,321) 
$ 126,151 
$ 375 
$ (4,107) 
$1,326,219 
$ 24,058 

$1,216,188 

1.98% 

HECO June 
2007 Updates 

(B) 

$ 
$ 
$ 
$ 

$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
s 
$ 
$ 
$ 
s 
$ 
s 
$ 
s 

$ 

1,348,635 
3,327 

500 
1,352,462 

543,874 
386,872 

68,925 
10,378 
24,948 
11,929 

1,361 
7,270 

75,976 
320 

1,131,853 
78,763 
(1,304) 

126,151 
377 

(4,107) 
1,331,733 

20,729 

1,176,461 

1.76% 

HECO June 
2007 Update 
References 

T-3 
T-13, p.4 
T-13, p.4 

T-4/CA-IR-214,p 
T-5 
T-6 
T-7 
T-7 
T-8 
T-8 
T-9 
T-10 

Note A 

T-13 
T-15 

NoteB 
T-8 

NoteC 

T-17 

HECO June 
2007 Update 
Ac 

$ 
$ 
$ 
$ 

7 $ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
$ 
s 

$ 

justment 
(C) 

2,256 
(64) 

(7) 
2,185 

913 
764 
703 

(113) 
226 
(91) 

3 
94 

3,969 
-

6,468 
(973) 

17 

-
2 

-
5,514 

(3,329) 

39,727 

-0.22% 

Col.A 
ColB 
Col.C 

HECO-2302 "Present Rates" column 
DOD-114 
Col.B - Col.A 

Notes: 
[A] HECO-1508 not updated 
[B] HECO-1501 not updated 
[C] HECO-1502 not updated 
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HECO Response: 

The numbers shown in column B (HECO June 2007 Updates) of the table above correctly reflect 

the Compmiy's proposal at present rates with the following exceptions. The referenced materials 

clearly explain the reasons for the adjustments. 

Line 2 - Other Operating Revenue 

Correct Amount (OOO's) - $3,329 

Reference: HECO T-8 June 2007 Update, page 8. 

Comments: Other Operating Revenue also includes non-sales electric utility charges (at present 

rates) which total $2 (OOO's). 

Line 7 - Production 

Correct Amount (OOO's) - $70,077 

Reference: CA-IR-232, CA-IR-344, CA-IR-488, DOD-IR-121 

Line 14 - General Excise Tax Rate Incr Adi 

Correct Amount (OOO's) - $328 

Reference: DOD-IR-102 

Line 18 - Taxes Other Than Income 

Correct Amount (OOO's) - $126,284 

Reference: Supplement to HECO T-15 June 2007 Update (to be filed) 

Line 20 - Income Taxes 

Correct Amount (OOO's) - ($6,634) 

Reference: Supplement to HECO T-15 June 2007 Update (to be filed) 

Line 23 - Average Rate Base/Line 24 - Rate of Retum on Rate Base 

See the Company's response to DOD-IR-96. Also, the amounts in column C for Lines 23 and 24 

appem- to have the wrong sign. 
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DOD-IR-96 

Rate Base updated. 

Please confirm that HECO is proposing or has conceded to each ofthe updates summarized in 
the following table and that the quantification of each update shown below is accurate. For any 
items listed below where HECO has not conceded the adjustment, or for which HECO believes 
the adjustment is not accurately calculated, please explain fully, provide information that HECO 
believes is accurate, mid reference each amount used in HECO's explanations to a source 
document and/or previously provided response to a CA or DOD information request. 

HECO Response: 

Please see pages 2 and 3 for the current rate base schedule. The following items have been 

adjusted from the amounts presented in the June 2007 Update for HECO T-17, page 7 and are 

also reflected in the updated revenue requirement being provided in the June 2007 Update for 

HECO T-23. 

a. Net Cost of Plant in Service has been updated and is shown on page 4. The balance has 

been updated due to adjustments to plant additions which will be described by Mr. Ken 

Morikami in the revised June 2007 (T-16) Update to be submitted shortly. 

b. The Pension Asset mid OPEB Amount have been updated as described by Ms. Patsy Nanbu 

in the June 2007 Update for HECO T-10. 

c. Unamortized CIAC has been updated mid is shown on page 5. The balance has been 

updated due to adjustments to cash and in-kind receipts which are described in the 

Company's response to CA-IR-395. 

d. The Unamortized Net SFAS 109 Regulatory Asset, Accumulated Deferred Income Taxes 

and Unamortized ITC balances have been revised and will be described by Mr. Lon Okada 

in the revised June 2007 (T-15) Update to be submitted shortly. 

e. Working cash has been revised and is shown in response to DOD-IR-97. 



Hawaiian Electric Company, Inc. 
2007 Average Rate Base 

($ in thousands) 

DOD-IR-96 
DOCKET NO. 2006-0386 
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HECO-1701 
DOCKET NO. 2006-0386 
PAGE 1 OF 1 

Investment in Assets 
Serving Customers 
Net Cost of Plant in Service 
Property Held for Future Use 
Fuel Inventory 
Materials & SuppUes Inventories 
Unamortized Net SFAS 109 

Regulatory Asset 
Pension Asset 
OPEB Amount 
Unamortized System Development Costs 
Unamortized DSG Regulatory Asset 
AR.O Regulatory Asset 
Working Cash at Present Rates 

Total Investments in Assets 

Funds from Non-Investors 
Unamortized CIAC 
Customer Advances 
Customer Deposits 
Accumulated Deferred Income 

Taxes 
Unamortized ITC 
Unamortized Gain on Sales 

12/31/2006 

1,331,363 
517 

53,084 
12,838 

49,429 
68,260 

0 
0 
0 

27 
26,271 

1,541,789 

164,092 
1,001 
6,369 

152,438 
28,523 

1,582 

12/31/2007 

1,370,649 
3,567 

53,084 
12,838 

51,405 
50,549 

0 
4,642 

0 
26 

26,271 

1,573,031 

176,802 
756 

6,827 

139,685 
30,065 

1,214 

Average for 
2007 

1,351,006 
2,042 

53,084 
12,838 

50,417 
59,405 

0 
2,321 

0 
27 

26,271 

1,557,410 

170,447 
879 

6,598 

146,062 
29,294 

1,398 

HECO 
Reference 

p .4 
CA-IR-307 
CA-IR-214 

HECO-1703 

T-15 
T-10 
T-10 
T-10 
T-17 
T-17 

DOD-IR-97 

p. 5 
CA-IR-307 

T-8 

T-15 
T-15 
T-10 

** 

* 
* 
* 

* 
* 

* 

** 

** 
* 

Total Deductions 354,005 355.349 354,677 

Average Rate Base 
at Present Rates 

Change in Working Cash 

Average Rate Base 
at Proposed Rates 

1,202,733 

(1,521) 

1,201,212 

DOD-IR-97 

NOTE: Totals may not add exactly due to rounding. 

* Reference to June 2007 Update 
** See revised June 2007 Update, HECO T-l 5 



Hawaiian Electric Company, Inc. 
2007 Average Rate Base (Current Effective Rates) 

($ in thousands) 
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Investment in Assets 
Serving Customers 
Net Cost of Plant in Service 
Propeity Held for Future Use 
Fuel Inventory 
Materials & Supplies Inventories 
Unamortized Net SFAS 109 

Regulatory Asset 
Pension Asset 
OPEB Amount 
Unamortized System Development Costs 
Unamortized DSG Regulatory Asset 
ARO Regulatory Asset 
Working Cash at Present Rates 

Total Investments in Assets 

Funds from Non-Investors 
Unamortized CIAC 
Customer Advances 
Customer Deposits 
Accumulated Deferred Income 

Taxes 
Unamortized ITC 
Unamortized Gain on Sales 

12/31/2006 

1,331,363 
517 

53,084 
12,838 

49,429 
68,260 

0 
0 
0 

27 
25,718 

1,541,236 

164,092 
1,001 
6,369 

152,438 
28,523 

1,582 

12/31/2007 

1,370,649 
3,567 

53,084 
12,838 

51,405 
50,549 

0 
4,642 

0 
26 

25,718 

1,572,478 

176,802 
756 

6,827 

139,685 
30,065 

1,214 

Average for 
2007 

1,351,006 
2,042 

53,084 
12,838 

50,417 
59,405 

0 
2,321 

0 
27 

25,718 

1,556,857 

170,447 
879 

6,598 

146,062 
29,294 

1,398 

HECO 
Reference 

p . 4 
CA-IR-307 
CA-IR-214 

HECO-1703 

T-15 
T-10 
T-10 
T-10 
T-17 
T-17 

DOD-IR-97 

p. 5 
CA-IR-307 

T-8 

T-15 
T-15 
T-10 

** 

* 
* 
* 

* 
* 

« 

** 

** 
* 

Total Deductions 354,005 355,349 354,677 

Average Rate Base 
at Present Rates 1,202.180 

Change in Working Cash DOD-IR-97 

Average Rate Base 
at Proposed Rates 

NOTE: Totals may not add exacdy due to rounding. 

* Reference to June 2007 Update 
** See revised June 2007 Update, HECO T-15 

1,201.212 



Hawaiian Electric Company, Inc. 

Net Cost of P l an t in Service 

($ in thousands) 

Ac cum. Depreciation, 
Removal Reg. Liability, 

Original Cost Ace. Retirement Oblig. 

Recorded Balances - 12/31/06 

ESTIMATED CHANGES in 2007: 

Net Plant Additions 

Cost of Removal 

Salvage 

Depreciation Accrual 

Retirements 

Estimated Balances - 12/31/07 

AVERAGE 2007 BALANCE 

2,453,556 

122,543 

(1,122,193) 

(13,005) 

5,764 

(236) 

(88,785) 

13,005 

2,563,094 (1,192.445) 

NOTE: Totals may not add exactly due to rounding. 

Original cost of estimated retirements for the respective year. 
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HECO-1702 
DOCKETNO. 2006-0386 
PAGE 1 OF 1 

Net Plant In 

Service 

1,331,363 

122,543 

5,764 

(236) 

(88,785) 

0 

HECO 

Reference 

June 2007 
Update T-16 

June 2007 
Update T-13 

Jime 2007 
Update T-13 

June 2007 
Update T-13 

June 2007 
Update T-13 

1,370,649 

1,351,006 
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Hawaiian Electric Company, Inc. 
Unamortized Contributions In Aid of Construction 

($ in thousands) 

HECO 
Reference 

RECORDED BALANCE - 12/31/06 164,092 

ESTIMATED CHANGES in 2007: 
Cash Receipts 
In-Kind Receipts 
Transfer from Advances 
Amortization 

ESTIMATED BALANCE - 12/31/07 

12,106 
8,829 

264 
(8,489) 

CA-IR-395 
CA-IR-395 
CA-IR-307 

June 2007 Update T-13 

176,802 

AVERAGE 2007 BALANCE 170,447 

NOTE: Totals may not add exactly due to rounding. 



DOD-IR-97 
DOCKET NO. 2006-0386 
PAGE 1 OF 3 

DOD-IR-97 

Refer to the June 2007 update for T-17, page 12 of 18. 

a. Note A states: "The working cash estimate will be updated upon the fmahzation of all the 
updates and the recalculation ofthe revenue requirement." When does HECO intend to provide 
such information? 

b. What information does HECO not yet have that prevents the Company from updating the 
working cash calculation? For each item of information that prevents HECO from updating the 
working cash calculation, please explain in detail (1) why HECO does not have such 
information, (2) when HECO anticipates having such information, and (3) what HECO has not 
yet done but must still do in order to obtain such information. 

c. What is the annual amount of friel purchases after reflecting HECO's June 2007 update? List 
the amount and provide the source. 

d. What is the annual amount of O&M labor after reflecting HECO's June 2007 update? List 
the amount and provide the source. 

e. What is the annual amount of O&M nonlabor after reflecting HECO's June 2007 update? 
List the amount and provide the source. 

f What is the annual amount of purchased power after reflecting HECO's June 2007 update? 
List the amount and provide the source. 

g. What is the annual amount of revenue taxes at present rates after reflecting HECO's June 
2007 update? List the amount and provide the source. 

h. What is the annual amount of income taxes at present rates after reflecting HECO's June 2007 
update? List the amount and provide the source. 

HECO Response: 

a. Please see pages 2 and 3 for the updated Test Year working cash estimate. 

b. Not applicable. See response to item a. above. 

c. Please see pages 2 and 3. 

d. Please see pages 2 and 3. 

e. Please see pages 2 and 3. 

f Please see pages 2 and 3. 

g. Please see pages 2 and 3. 

h. Please see pages 2 and 3. 
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DOD-IR-98 

Refer to the June 2007 update for T-17, page 16 of 18, and to HECO T-10 June 2007 update. 

a. Is the $5,055 million proposed amortization in addition to the pension expense determined 
under SFAS 87? If not, explain ftilly. 

b. Is the $5,055 million proposed mnortization in addition to the pension expense determined 
under SFAS 158? If not, explain fiilly. 

c. Identify the generally accepted accounting principles that HECO relies upon for the pension 
amortization of $5,055 million. Within each GAAP relied upon by HECO, please identify 
the specific provisions which address pension amortization. 

d. Has HECO ever included a pension asset amortization in miy prior rate case? If so, please 
identify the case mid provide the related testimony and exhibits. If not, explain fiilly why 
not. 

HECO Response: 

a. The $5,055 million proposed amortization in addition to the pension expense is consistent 

with the pension tracking mechanism proposed in HECO T-10 June 2007 Update. The 

proposed pension tracking mechanism mirrors the pension tracking mechanism approved by 

the Commission on an interim basis for HELCO in Docket No. 05-0315. The proposed 

amortization is not determined under SFAS No. 87 or under SFAS No. 158. 

b. See response to subpart a. 

c. Refer to SFAS No. 71, "Account for the Effects of Certain Types of Regulation." If a 

regulator includes costs in allowable costs in a period other than the period in which the 

costs would be charged to expense by an unregulated company in determining the regulated 

company's rates, the regulated company would account for such costs as determined by the 

regulator. If the proposed pension tracking mechanism, which proposes to amortize the 

pension asset and recover the mnortized costs in rates, is approved by the Commission, the 
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amortization ofthe pension asset would be considered generally accepted accounting 

principles, under SFAS No. 71. 

d. HECO has not included a pension asset amortization in a prior rate case. However, as stated 

in response to subpart a, the Commission approved on an interim basis for HELCO in 

Docket No. 05-0315, a pension tracking mechanism, which included the amortization ofthe 

pension asset over five years, with the annual mnortization included in expense in 

determining HELCO's revenue requirements. 
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DOD-IR-99 

[Refer to HECO-19011 

Refer to HECO-1901. Was this schedule impacted in any way by HECO's June 2007 updates? 

a. If so, please show in detail the revised composite embedded cost of capital for the test 
year 2007 average, in similar format to HECO-1901, reflecting all impacts from HECO's 
June 2007 updates. 

b. If not, explain fully why not. 

HECO Response: 

a. No, HECO's composite cost of capital for the test year 2007 average, as shown in 

HECO-1901, was not impacted as a result of HECO's June 2007 updates. 

b. There have been no significant changes to the cost of capital for the test year 2007, 

therefore, no revisions were made to HECO-1901. Please refer to the June 2007 Update for 

HECO T-19. 
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DOD-IR-100 

Refer to HECQ-1706 and HECQ-1706(a) 

a. Please identify all depreciation and amortization expenses included by HECO in its 
working cash calculation. 

b. Has HECO excluded depreciation expense in its working cash calculation? If so, explain 
fiilly why depreciation expense was excluded. 

c. Has HECO excluded mnortization expense in its working cash calculation? If so, explain 
fully why amortization expense was excluded. 

d. Is HECO aware of any prior Commission decisions which address how non-cash items 
such as depreciation and amortization expense are to be treated in the calculation of 
working cash? If so, please identify each such order. 

e. In any ofits most recent three rate cases, has HECO been allowed to include non-cash 
items such as depreciation and amortization expense in the calculation of working cash? 
If so, please provide the calculation of working cash in each such case, and specifically 
identify the amounts of depreciation and mnortization expense that HECO included in its 
calculation of working cash in each case. 

HECO Response: 

a. Depreciation expenses are not included by HECO in its working cash calculation. As 

described by Ms. Gayle Ohashi (T-17) in the June 2007 Update, the pension asset 

amortization has been included in the working cash calculation as a result ofthe proposed 

implementation of the pension tracking mechanism. Other amortizations included in the 

working cash calculation are: 

1. Amortization of System Development Costs presented by Ms. Patsy Nanbu (T-10) in 

the June 2007 Update, 

2. Regulatory Commission Expense presented by Mr. Bruce Tamashiro (T-13) in the June 

2007 Update, 

3. Amortization ofthe Waiau Water Well Deferred Costs presented by Mr. Dan Giovanni 

in HECO T-6, 
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4. Amortization ofthe Kahe Unit 7 Deferred Costs presented by Mr. Dmi Giovanni in 

HECO T-6, and 

5. Amortization ofthe SFAS No. 106 OPEB Regulatory Asset presented by Ms. Julie 

Price in HECO-1203. 

These amortization items are O&M non-labor expenses mid were included in the O&M 

non-labor weighted average payment lag day calculation in HECO-WP-1706. This is consistent 

with the calculation accepted by the Commission in Interim Decision and Order No. 22050 

(dated September 27, 2005) in Docket No. 04-0113, HECO's test yem 2005 rate case. HECO 

acknowledges, however, that it has not done an extensive semch of O&M non-labor expenses for 

amortization items. 

Attached on page 9, for information purposes, HECO presents a refined working cash 

lag day calculation to properly reflect the payment lag associated with each identified 

amortization item. As previously stated in the June 2007 Update and HECO T-17, the 

Company's position is that all revenues should be included in the revenue collection lag and all 

payments should be included in the payment lag in the calculation of working cash. These 

amortization items were not sepmately identified in calculating the O&M non-labor payment lag 

previously. The Company's refined calculation refiects these amortization items individually 

and determines the appropriate payment lag days for each item. This refined calculation results 

in a weighted average payment lag for O&M non-labor expense of 30 days. Each amortization 

item is discussed below. 

1. Amortization of System Development Costs - As described by Ms. Patsy Nmibu in 

HECO T-10, the Commission approved the deferral of development costs related to the 

OMS project and its inclusion in rate base in Decision mid Order No. 21899 (dated 
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June 20, 2005) in Docket No. 04-0131. The average 2007 balance of unamortized 

system development costs is included in rate base as shown in the June 2007 Update, 

HECO T-10, Attachment 5. Because the unamortized balance is included in rate base, 

in a refined payment lag day calculation, the Company would apply a zero day payment 

lag to the amortization expense. 

2. Regulatory Commission Expense - Upon fiirther review ofthe accounting for this item, 

HECO's position is that the unamortized regulatory commission expense regulatory 

asset should be included in rate base because the regulatory asset represents mi 

investment fiinded by investors. If this regulatory asset were included in rate base, it 

would be appropriate to include the test year amortization expense in the working cash 

calculation with a zero day payment lag. However, the Company recognizes the timing 

ofsuch a proposal and is sensitive to the procedural schedule in this docket. Therefore, 

the Compmiy has not included this regulatory asset in rate base in this rate case. The 

Company reserves the right, however, to bring this issue before the Commission in the 

fiiture. As shown on page 10, HECO has calculated a negative 731 day payment lag for 

this mnortization expense assuming the regulatory asset is not in rate base. The 

payment lag days were calculated by determining the period over which the Regulatory 

Commission Expense Regulatory Asset would be mnortized and determining the 

estimated period of time over which regulatory commission expense payments were 

made. An estimated average payment date and estimated average amortization date was 

calculated and the lag between these two dates was determined. As the unamortized 

balmice of this regulatory asset is not being included in rate base, the negative payment 

lag and the calculated working cash captures the difference in timing ofthe payment 
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and recovery in rates which will allow investors the opportunity to eam a retum on their 

investment. To summarize, the Company's position is that either: 1) the Unamortized 

Regulatory Commission Expense should be included in rate base mid the Regulatory 

Commission Expense should have a zero payment lag or 2) the Unamortized 

Regulatory Commission Expense is not included in rate base and the Regulatory 

Commission Expense has a negative 731 day payment lag. However, in consideration 

of simplifying the issues and expediting this docket, the Company is not proposing that 

the Unamortized Regulatory Commission Expense be included in rate base in this 

proceeding, or that the Regulatory Commission Expense have a negative 731 day 

payment lag. Thus, HECO is proposing that the working cash associated with the 

Regulatory Commission Expense, as calculated in the June 2007 Update, be used in this 

rate proceeding. 

3. Amortization of Waiau Water Well Costs - As described in response to CA-IR-147, the 

Commission in Decision & Order No. 13618 (dated October 31, 1994) in Docket 

No. 7277 ruled that the unamortized balance should not be included in rate base. 

However, the Commission allowed a carrying charge to be calculated on the 

unamortized balance. While the unamortized balance is not included in rate base, the 

Commission allowed investors the opportunity to eam a retum on their investment via 

the carrying charge. As such, in a refined payment lag day calculation, HECO would 

apply a zero day payment lag to the amortization expense. 

4. Amortization of Kahe Unit 7 Costs - As described in response to CA-IR-41, the 

Commission in Decision and Order No. 18872 (dated September 5, 2001) in Docket 

No. 95-0047 approved the recording of a regulatory asset for the balance of any 
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unamortized deferred costs related to this project. The mnortization of this regulatory 

asset was adjusted through agreement with the Parties, which was documented in 

Exhibit V ofthe stipulated settlement letter, dated September 16, 2005 in HECO's test 

year 2005 rate case. As a result, the unamortized balance as of June 30, 2005 is being 

amortized through December 31, 2008. However, the Commission did not allow for 

inclusion of this regulatory asset in rate base or allow for a carrying charge. In a refined 

payment lag day calculation, the Company would apply a zero day payment lag because 

a zero day payment lag is consistent with the Commission decision that did not allow a 

retum on investor fiinds for this item. 

5. Amortization of SFAS 106 OPEB Regulatorv Asset - The amortization ofthe SFAS 

106 OPEB Regulatory Asset was previously included in "OPEB Expense" in the O&M 

non-labor weighted average payment lag day calculation in HECO-WP-1706. As 

discussed by Ms. Gayle Ohashi in HECO T-17, the OPEB expense was applied a zero 

day payment lag in the calculation ofthe weighted average payment lag days for O&M 

non-labor expense. This payment lag was revised due to the proposed implementation 

ofthe OPEB tracking mechanism as discussed in the June 2007 Update, HECO T-17. 

The refined payment lag day calculation provided for information purposes on page 9 results 

in a payment lag day estimate of 30 days, two days shorter than what was presented in the 

June 2007 Update. As stated above, HECO acknowledges that it has not conducted an 

extensive search for all amortization items, therefore, for purposes of simplifying the issues 

in this proceeding, HECO proposes that the revenue requirements in this proceeding be 

based on payment lag of 32 days. The Compmiy's position is that the June 2007 Update 

payment lag days represents a reasonable estimate ofthe O&M non-labor payment lag days; 
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however, the Company reserves the right to propose the payment lag day treatment ofthe 

amortization items discussed above in a fiiture rate proceeding. The higher estimate of 

32 days (from the June 2007 Update) proposed by the Company results in a lower working 

cash requirement and a lower test yem rate base than if the 30 payment lag days (per page 9 

of this response) had been used. 

b. Yes, depreciation expenses are excluded by HECO from its working cash calculation. 

However, as stated in HECO T-17, page 19-20, the Company believes that all revenues 

should be included in the revenue collection lag and all payments should be included in the 

payment lag in the calculation of working cash. The Company has excluded depreciation 

expense, which has been excluded by the Commission in previous decisions in the 

determination of working cash. This was done to simplify the issues in order to expedite the 

regulatory process in this case. 

c. As described in the response to part a. above, certain amortization expenses were included in 

the working cash calculation. 

d. In Decision and Order No. 8570 (dated December 12, 1985) in Docket No. 5081, HECO's 

test year 1985 rate case, mid in Decision and Order No. 10993 (dated March 6, 1991) in 

Docket No. 6432, HECO's test year 1990 rate case, the Commission addressed the exclusion 

of depreciation expense and deferred taxes in the calculation of working cash. 

e. The three most recent rate cases are: Docket No. 04-0113, HECO's 2005 test year rate case. 

Docket No. 7766, HECO's 1995 test year rate case and Docket No. 7700, HECO's 1994 test 

year rate case. HECO excluded depreciation expenses from its working cash calculation in 

these three rate cases. The treatment ofthe mnortization expenses, discussed in response to 

pmt (a) above, in each ofthe three most recent rate cases is discussed below. 
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1. Amortization of System Development Costs - There were no unamortized system 

development costs included in rate base in HECO's 2005 and 1994 test year rate case. 

Therefore, there is no amortization expense in either of these rate cases. Amortization 

of system development costs was included as an O&M non-labor expense in the 

working cash calculation for the HECO 1995 test year rate case only. Approximately 

$1,567,000 in mnortization expense was included as an O&M non-labor expense in the 

working cash calculation. 

2. Regulatorv Commission Expense - Regulatory commission expense was included as an 

O&M non-labor expense in the working cash calculation in all three ofthe most recent 

rate cases. Included in HECO's 2005 test year rate case, HECO's 1995 test year rate 

case and HECO's 1994 test year rate case were $198,000, $284,000 and $479,000, in 

regulatory commission expenses, respectively. 

3. Amortization of Waiau Water Well Costs - Amortization ofthe deferred Waiau Water 

Well costs was included as an O&M non-labor expense in the working cash calculation 

in all three ofthe most recent rate cases. The estimated amortization expenses included 

in HECO's 2005 test year rate case, HECO's 1995 test year rate case and HECO's 1994 

test year rate case were approximately $302,244, $145,000 and $72,000, respectively. 

4. Amortization of Kahe Unit 7 Costs - Amortization ofthe deferred Kahe Unit 7 project 

costs were included as an O&M non-labor expense in the working cash calculation for 

the HECO 2005 test year rate case only. $321,000 in amortization expense was 

included as an O&M non-labor expense in the working cash calculation. As noted 

above, the Commission's decision authorizing the amortization was not issued until 



DOD-IR-100 
DOCKET NO. 2006-0386 
PAGE 8 OF 10 

September 5, 2001, subsequent to HECO's 1995 mid 1994 test year rate cases. 

Therefore, this amortization expense was not included in these two rate cases. 

5. Amortization of SFAS 106 OPEB Regulatory Asset - Amortization of the SFAS 106 

OPEB Regulatory Asset was included as an O&M non-labor expense in the working 

cash calculation for the HECO 2005 test year rate case and the HECO 1995 test year 

rate case. The Commission issued Decision and Order No. 13659 (dated November 29, 

1994), in Docket No. 7233 and No. 7243 (Consohdated) allowing the establishment of 

this regulatory asset to be amortized over an 18-year period beginning January 1, 1995. 

Therefore, there was no amortization expense included in HECO's 1994 test year rate 

case. $1,302,000 and $2,751,000 in amortization expenses were included as mi O&M 

non-labor expense in the working cash calculation in the HECO 2005 test year rate case 

and the HECO 1995 test year rate case, respectively. 
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Hawaiian Electiic Coinpany, Inc. 

Working Cash Study 

O & M Non-Labor Paymen t L a g 

File: 

Souice: 

S:\_Compan5^Regu!atoryAfiaui\HECO TY2007 Rate Case^DOD ffi.Re6pon5e\5th Sub -DOD-IR-93 to 102\DOD-ffi-100\tDOD-IR-I00.xk]Summai>-

Per Supporting Worksheets 

Pension Expense 

OPEB Expense 

System Devel. Costs Amortization 

Regulatoiy Commission Expense 

Waiau Water Well Amortization 

Kahe Unit 7 Amoitization 

Emission Fees 

EPRI Dues ̂  

Other Non-Labor O&M ̂  

O&M Non-Labor Payment Lag 

Test Year 

Expense (SOOO's) 
Note A 

$12,929 

$4,636 

$158 

$320 

$296 

$321 

$691 

$1,608 

$97,974 

$118,932 

%of 

Total 

11% 

4% 

0% 

0% 

0% 

0% 

1% 

1% 

82% 

100% 

Total 

!*a;anent Lag 

Days 

14 

85 

0 

-731 

0 

0 

306 

-7 

30 

Reference 

June 2007 Update HECO T-17, 
p . l5 . 

June 2007 Update HECO T-17, 
p . l5 . 

June 2007 Update HECO T-17, 
p . l5 . 

p. 10 

DOD-IR-100(a)(3) 

DOD-IR-100(a)(4) 

HECO-WP-1706, p. 33-36 

HECO-WP-1706, p. 33-36 

HECO-WP-1706, p. 33-36 

Weighted 

Average 

2 days 

3 days 

0 days 

-2 days 

0 days 

0 days 

2 days 

0 days 

25 days 

30 days 

NOTE: Totals may not add exactly due to rounding. 

Note A 

' Pension expense estimate based on 2007 Pension Accrual of $ 17,71 Ok (pei- Jime 2007 Update HECO T-12) x 73% O^ased 

on 2006 % of Employee Benefits charged to O&M expense). 

^ OPEB expense estimate based on 2007 OPEB expense of $6,350k (per June 2007 Update HECO T-12) x 73% (based 

on 2006% of Employee Benefits chaiged to O&M expense). Includes $l,302k of SFAS 106 Reg. Asset amortization. 

^ June 2007 Update, HECO T-10, Attaclmient 5 

^ June 2007 Update, HECO T-13, page 6. 

^ HECO T-6 or June 2007 Update, HECO T-6. 

^ EPRI Dues per HECO-1304 

^ Other Non-Labor O&M = Total O&M Non-Labor expense of $ 118,932k, less other items noted above. 
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FOR INFORMATION PURPOSES ONLY 

Hawaiian Electric Company, Inc. 
Working Cash Study 
Regulatory Commission Expense 
F i l e : S:\_Compaiiy\Regulatoi>Affairs'iHECO TY 2007 Rate Case'DOD IRRespoase'Otii Sub - DOD-ffi-93 to I02'iDOD-IR-I00\[DOD-IR-I00.]d5]Sumnmi>-

Source: 

2007 Test Year 

PAYMENTS MADE AMORTIZATION PERIOD 

BEGESI END 

AVE 
PAYMENT 

PERIOD 
(DAYS) 

AVG. 
PAYMENT 

DATE 
START 

AMORT 

AVE AMORT AVE. 
PERIOD AMORT. PAYMENT 

END AMORT. (DAYS) DATE LAG (DAYS) 

1st 8/1/06 3/31/08 304.5 6/1/07 12/1/07 11/30/10 548.0 6/1/09 -731.0 

Regulatory Commission Expense -731.0 

Assumptions 
- hiterim D&O - November 2007 
- Amortization begins December 2007 
- Costs incurred through December 2007, paid through 3/31/08. 
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DOD-IR-101 

Please show in detail how HECO's June 2007 updates affect the amounts shown on HECO 
original exhibits HECO-1501 and HECO-1502. 

a. At minimum, please provide the "at present rates" mnounts for the impact of HECO's 
updates on HECO-1501 and HECO-1502. 

b. What is the amount of FICA taxes after HECO's June 2007 updates? 

c. What is the amount of federal unemployment taxes after HECO's June 2007 updates? 

d. What is the amount of state unemployment taxes after HECO's June 2007 updates? 

e. What is the amount of public service company taxes after HECO's June 2007 updates? 

f. What is the amount of public utility fees after HECO's June 2007 updates? 

g. What is the amount of franchise royalty taxes after HECO's June 2007 updates? 

h. Please show in detail how the amounts identified in parts b through g are calculated. 

HECO Response: 

a. See pages 2 and 3 of this response. 

b. $6,305,000. See pages 4 and 5 of this response. 

c. $61,000. This amount has not changed from direct. 

d. $0. See CA-IR-162. 

e. At present rates, public service company taxes is $79,483,000. At proposed rates, public 

service compmiy taxes is $88,468,000. See page 6 of this response. 

f. At present rates, public utility fees is $6,753,000. At proposed rates, public utility fees is 

$7,516,000. See page 6 of this response. 

g. At present rates, franchise royalty taxes is $33,682,000. At proposed rates, franchise royalty 

taxes is $37,478,000. See page 6 of this response. 

h. See pages 4 - 6 of this response. 



HAWAIIAN ELECTRIC COMPANY, INC. 
TAXES OTHER THAN INCOME TAXES 
CHARGED TO OPERATIONS 

TEST YEAR 2007 

(S Thousand) 

A 
At Present 

Rates 
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HECO-1501 
DOCKETNO. 2006-0386 
PAGE 1 OF 1 

B 

Adjustment 

C 
At Proposed 

Rates 

PAYROLL TAXES 

1 F.I.C.A. Taxes 

2 Federal Unemployment Taxes 

3 State Unemployment Taxes 

6,305 

61 

6,305 

61 

4 Total Payroll Taxes 6,366 6,366 

REVENUE TAXES 

5 Public Service Company Taxes 

6 Public Utility Fees 

7 Franchise Royalty Taxes 

8 Total Revenue Taxes 

9 TOTAL TAXES OTHER THAN 

INCOME TAXES 

79,483 

6,753 

8,985 

763 

88,468 

7,516 

33,682 

119,918 

126,284 

3,796 

13,544 

13,544 

37,478 

133,462 

139,828 



HAWAIIAN ELECTRIC COMPANY, INC. 
COMPUTATION OF INCOME TAX EXPENSE 
TEST YEAR 2007 
($ Thousand) 
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HECO-1502 
DOCKETNO. 2006-0386 
PAGE 1 OF 1 

1 Total Operating Revenues 
Operating Expenses: 

2 Fuel Oil and Purchased Power 
3 Other Operation & Maint Exp 
4 Depreciation & Amortization 
5 Amortization of State ITC 
6 Taxes Other Than Income Taxes 
7 Other Interest, Net 
8 Total Operating Expenses 

9 Operating Income Before Taxes 

Tax Adjustments: 
10 Interest Expense 
11 Meals & Entertainment 
12 Total Tax Adjustments 

13 Taxable Income for Rate-Making 

14 Composite Effective Income Tax Rate 

Composite Income Tax Expense 

15 before Federal Only Adjustments 

Federal Only Adjustments: 
16 Domestic Production Activities Deduction* 
17 Preferred Stock Dividend Deduction 
18 Total Federal Only Adjustments 

19 Federal Income Tax Rate 

20 Federal Tax Adjustment 

21 TOTAL INCOME TAX EXPENSE 

A 
At Present 

Rates 

1,352,464 

930,746 
202,077 

78,763 
(1,304) 

126,284 
377 

1,336,943 

B 

Adjustment 

152,824 

153 

13,544 

13,697 

C 
At Proposed 

Rates References 

1,505,288 

930,746 
202,230 

78,763 
(1,304) HECO-1504 

139,828 HECO-1501 
377 

1,350,640 

15,521 

(30,597) 
81 

139,127 154,648 

(30,597) HECO-WP-1502 
81 HECO-WP-1502 

(30,516) (30,516) 

(14,995) 139,127 124,132 

38.9097744% 38.9097744% 38.9097744% 

(5,835) 54,134 48,299 

(2,216) 
(66) 

(2,216) 
(66) CA-IR-467 

(2,282) 

35.00% 35.00% 

(2,282) 

35.00% 

(799) (799) 

(6,634) 54,134 47,500 

* DPAD is not applicable to present rates, however, it is shown here to facilitate the proper calculation 
of revenue requirements. 
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HECO-WP-1501 
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PAGE 1 OF 1 

H A W A I I A N E L E C T R I C C O M P A N Y , INC. 

P A Y R O L L TAXES C H A R G E D T O O P E R A T I O N S 

TEST Y E A R 2007 

(S Thousand) 

Summarv of Payroll Taxes Charged to Operations 

1 FICA 

2 Federal Unemployment Taxes 

3 State Unemployment Taxes 

4 Total Payroll Taxes Charged to Operations 

2007 

Test Year 

6,305 

61 

0 

6,366 

Allocation of Payroll Taxes Based on Labor Dollars Charged 

5 Capital 

6 Operations 

7 Others 

Total Payroll Taxes 

Test Year 

Payroll 

Taxes 

1,123 

6,366 

1,371 

8,860 

Breakdown of Payroll Taxes 

8 FICA 

9 FUTA 

Total Payroll Payroll Taxes 

Taxes Calculated Charged to 

aiECO-WP-1501) Percentages Operations 

9,026 98.38% 

0.96% 

6,305 

61 

10 SUTA 61 0.66% 

11 Total Payroll Taxes 9,175 100.0% 6,366 
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HAWAIIAN ELECTRIC COMPANY, INC. 
FICA TAXES CHARGED TO OPERATIONS 
TEST YEAR 2007 

(S Thousand) 

Proposed 
Rates Reference 

FICA Taxes per direct 6,325 HECO-1501, page 2 
Additional DSM employees 5 CA-IR-122 
Additional Production O&M employees 12 CA-IR-110 
Overtime decrease for Production O&M employees (33) CA-IR-232 
Engineering Retention Program 10 CA-IR-69 
Special Project VP retire (14) June 2007 update, T-13, page 9 
Revised FICA taxes 6,305 
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CA-IR-164 

DOCKET NO. 2006-0386 

PAGE 2 OF 2 

HAWAIIAN ELECTRIC COMPANY, INC. 

SUPPORT FOR PUBLIC SERVICE COMPANY (PSC) TAX, 

PUBLIC UTILITY COMMISSION (PUC) FEES AND FRANCHISE ROYALTY TAXES 

TEST YEAR 2007 

($ Thousand) 

PSC Tax Calculation 
At Present 

Rates 
At Proposed 

Rates References 

Electric Sales Revenues 

Other Operating Revenues 

Less: Bad Debt Deduction 

PSC Tax Base 

PSC Tax Rate 

PSC Taxes 

1,348,635 

3,329 

(1,361) 

1,350,603 

5.885% 

79,483 

1,500,639 

4,149 

(1,514) 

1,503,274 

5.885% 

88,468 

June 2007 Update HECO T-23 

June 2007 Update HECO T-23 

June 2007 Update HECO T-8 (filed 6/29/07) 

HECO-WP-1501 

PUC Fee Calculation 
At Present 

Rates 
At Proposed 

Rates References 

Electric Sales Revenues 

Other Operating Revenues 

Less: Bad Debt Deduction 

PUC Fees Base 

PUC Fees Rate 

PUC Fees 

1,348,635 

3,329 

(1,361) 

1,350,603 

0.5% 

6.753 

1,500,639 

4,149 

(1,514) 

1,503,274 

0.5% 

7,516 

June 2007 Update HECO T-23 

June 2007 Update HECO T-23 

June 2007 Update HECO T-8 (filed 6/29/07) 

HECO-WP-1501 

Franchise Royalty' Taxes 

At Present 

Rates 

At Proposed 

Rates References 

Electric Sales Revenue 

Less: Bad Debt Deduction 

Franchise Royalty Tax Base 

Franchise Royalty Tax Rate 

Franchise Royalty Taxes 

1,348,635 

(1,361) 

1,347,274 

2.5% 

33,682 

1,500,639 

(1,514) 

1,499,125 

2.5% 

37.478 

June 2007 Update HECO T-23 

June 2007 Update HECO T-8 (filed 6/29/07) 

HECO-WP-1501 

Total Revenue Taxes 119,918 133,462 
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DOD-IR-102 

Is the estimated increase in General Excise Tax (GET) on HECO-1508 impacted in any way by 
HECO's June 2007 updates? If so, please show the impact in similar format to HECO-1508. If 
not, explain fully why not. 

HECO Response: 

Yes, see page 2 of this response. 



DOD-IR-102 

D O C K E T N O . 2006-0386 

PAGE 2 OF 2 

HAWAIIAN ELECTRIC CO., INC. 

ESTIMATED INCREASE IN GENERAL EXCISE TAX (GET) 

TEST YEAR 2007 

Expense Element Description 

Estimated Duect Non-Labor O&M (C) = (A) + (B) 

O&M Adjustments in June Update: 

Distiibuted Generation 

Enviroimiental Services 

Smart Signal 

Base DSM Cost 

OMS Maintenance 

Remote Billing and Printing Process 

Axis/Strategizer Implemenation Costs 

Reduction in Consultant Fees 

Rents 

Light Fixture Work on Ward Parking Facility 

Updated Non-Labor O&M (D) 

Increase in GET Rate due to Surcharge (E) 

Increase Due to .5% surcharge (F) = (D) x (E) 

4.5% Tax on Surcharge (G) = (F) x 4.5% 

Estimated Total O&M Increase related to GET Surcharge (F) + (G) 

in thousands) Reference 

63,989 HECO 1508, pg. 1 of 3 

(240) June 2007 Update, HECO T-6, pg. 1 

(126) CA-IR-344 

(202) DOD-IR-121 

(165) CA-IR-122, pg. 6, Lines 33, 46-50 

(77) June 2007 Update, HECO T-7, pg. 1 

(100) June 2007 Update, HECO T-8, pg. 2 

(271) CA-IR 135, pg. 1 

(50) CA-IR-290, pg. 2 

24 CA-IR-299, Attach. 11 and HECO-1305 

(3 8) June 2007 Update, HECO T-13, pg. 3 

62,744 

0.5% 

314 

14 

328 
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DOD-IR-103 

[Refer to HECO-WP-15021 

Interest deduction. Refer to HECO-WP-1502. 

a. Refer to HECO-WP-1502, page 2 of 5. After taking into account the impact of HECO's 
June 2007 update, what is the mnount of (1) interest on long-term debt expense, (2) 
interest expense on short-term debt, (3) interest expense on hybrid securities, and (4) 
AFUDC on debt? 

b. After HECO's June 2007 update, at what amount and at what interest rate (or cost rate) is 
long-term debt reflected in HECO's capital structure? 

c. After HECO's June 2007 update, at what amount and at what interest rate (or cost rate) is 
short-term debt reflected in HECO's capital structure? 

d. After HECO's June 2007 update, at what amount and at what interest rate (or cost rate) 
are hybrid securities reflected in HECO's capital structure? 

e. What is HECO's proposed capital structure, cost rates for each component of such capital 
structure, and weighted cost of capital after HECO's June 2007 update? Show in detail. 

f. How did HECO determine the 30.72% ratio of debt to total AFUDC expenditures on 
HECO-WP-1502, page 2 of 5? 

g. Has HECO included any Construction Work in Progress (CWIP) in its proposed rate 
base? If so, please identify the amounts of CWIP that HECO has included. If different 
for HECO's original filing and for HECO's June 2007 update, please provide the 
respective amounts of CWIP for each. 

h. Has HECO included any other amounts in rate base that accrue AFUDC? If so, please 
identify the amounts that HECO has included. If different for HECO's original filing 
and for HECO's June 2007 update, please provide the respective amounts of CWIP for 
each. 

HECO Response: 

a. The Company has not changed its estimate ofthe cost of capital for the test year 2007 since 

the HECO update did not result in any significant changes to the relevant underlying 

assumptions. No revisions were made to HECO-1901 (the 2007 test year average composite 

embedded cost of capital). Please refer to HECO-1901 for information on the cost and 

amount of long-term debt, short-term debt and hybrid securities in the capital structure. 

However, AFUDC debt was revised to $2,661,026 and submitted with the response to 

CA-IR-387. 



DOD-IR-103 
DOCKET NO. 2006-0386 

PAGE 2 OF 2 

b. See response to part a. 

c. See response to part a. 

d. See response to part a. 

e. See response to part a. 

f See response to CA-IR-387. 

g. HECO has not included any CWIP in its proposed rate base. 

h. Prior to being deemed used or useful, certain assets (e.g. CWIP mid system development 

costs) accrue AFUDC. Upon being deemed used or useful, the assets (including the accrued 

AFUDC) are included in rate base mid AFUDC accrual ceases at that point. 
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DOD-IR-104 

Interest deduction. 

a. Is HECO familiar with the "interest synchronization" procedure? 

b. Please describe fully and in detail HECO's understmiding ofthe "interest synchronization" 
procedure. 

c. Is HECO aware of whether any state utility regulatory commissions employ the "interest 
synchronization" procedure for determining the income tax expense allowance? 

d. If the answer to part c is affirmative, please state fully HECO's understanding of how many 
state utility regulatory commissions employ the "interest synchronization" procedure for 
determining the income tax expense allowance. 

e. Does HECO agree that the "interest synchronization" procedure properly synchronizes these 
aspects ofthe ratemaking formula: (1) rate base, (2) income tax expense allowance, and (3) 
weighted cost of debt, as used in the capital structure and reflected in the retum on rate 
base? If not, explain fully why not. 

HECO Response: 

a. Yes. 

b. Interest synchronization is a ratem^ing methodology which imputes a hypothetical interest 

expense amount, typically based on the embedded cost of debt, in the calculation of income 

taxes for ratemaking purposes. This topic has been fully discussed by the Depmtment of 

Defense and HECO in the record of prior HECO cases, including Docket Nos. 6531, 6998 

and 04-0113. HECO generally agrees with the DOD as to the methodology ofthe interest 

synchronization calculation. However, HECO does not agree with the DOD on the 

desirability of this methodology for ratemaking purposes. The Commission has also 

rejected the DOD's proposal to use interest synchronization in Docket Nos. 6531 and 6998. 

c. HECO has not surveyed other jurisdictions for their current method of calculating the 

interest deduction for ratemaking income tax calculation purposes. 

d. Not applicable. 
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e. HECO does not agree that the interest synchronization procedure properly synchronizes all 

aspects ofthe ratemaking formula. As was decided by the Commission in D&O No. 11699 

in Docket No. 6998 and D&O No. 11317 in Docket No. 6531, interest synchronization 

imputes interest based on various components that make up rate base. These components 

include both investor and noninvestor funds and it is difficult to match the funding of these 

components. In fact, interest synchronization imputes hypothetical interest on rate base 

funded by federal investment tax credits, which is interest-free. Although this methodology 

may appear to synchronize rate base with the cost of debt mid capital structure for 

calculating income tax expense, the assumption that interest should be imputed on what is 

clemly interest-free funding is not proper. The interest synchronization methodology 

assumes an interest deduction that does not exist mid will not be deductible to reduce income 

tax expense. On the other hand, HECO's methodology attempts to estimate, as accurately as 

possible, the Company's deductible interest for income tax purposes in the test year. By 

doing so, the income tax expense calculation more properly reflects the tax cost for the test 

year. 
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DOD-IR-105 

Security services expense. Please refer to the response to CA-IR-339 and CA-IR-70. 

a. Please explain fully the staffing shortfall that HECO's security contractor has been 
experiencing (referenced in the explanation for CA-IR-339c). 

b. For how long has HECO's security contractor been experiencing staffing shortfalls? If exact 
information is not available, provide HECO's best estimates. 

c. Please identify the security contractor's actual hours through June 30, 2007 for each station: 
(1) Honolulu Station, (2) Kahe Station, (3) Waiau Station. 

d. Refer to CA-IR-339, attachment 2. Has any cost for the camera repairs budgeted for the 
Kahe Station been incurred through June 30, 2007? If so, please identify the dates and 
amounts. If not, when does HECO expect such repairs to be completed and at what total 
cost? 

e. Refer to CA-IR-339, attachment 2. Has any cost for the camera repairs and alarm 
monitoring budgeted for the Waiau Station been incurred through June 30, 2007? If so, 
please identify the dates and amounts. If not, when does HECO expect such repairs to be 
completed and at what total cost? 

f. What specifically is involved in the "alarm monitoring" for Waiau Station? Do the security 
contractor provided personnel perform the "alarm monitoring"? If not, who performs it? 
Why is there an extra cost for it? 

g. Why don't the other plants have a cost for "alarm monitoring"? 

HECO Response: 

a. As was stated in the response to CA-IR-486: HECO's security contractor has been 

experiencing a staffing shortfall due to difficulties in hiring and retaining employees. While 

the hiring and retention ofthe contractor personnel is not a HECO responsibility, HECO's 

contractor has expressed that the difficulties are due to, 1) the low unemployment rate in 

Hawaii constraining the pool of potential hires, 2) the competitive wage rates being offered 

by other security companies, mid 3) other contracts within the contractor organization 

offering higher pay. Because ofthe staffing shortfall, HECO's security contractor has not 
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been able to provide the security officers mid hours, stipulated in the contract. 

b. HECO's security contractor has been experiencing staffing shortfall difficulties since the 

fourth quarter of 2006. 

c. Please refer to Attachment 1 to the response to CA-IR-486, HECO's security contractor's 

actual hours through June 30, 2007 for each station: (1) Honolulu Station, (2) Kahe Station, 

(3) Waiau Station. 

d. No, there have been no costs incurred as of June 30, 2007, for the K ^ e camera repairs. 

Two invoices totaling $2,683.77 were received in July 2007 and are being processed for 

payment for the K ^ e camera repairs (Attachment 1 to this response is a copy ofthe invoice 

received). Additional invoices are expected based on work provided by the security vendor 

and it is projected that the amount budgeted of $6,600 will be spent. 

e. Cost has not been incurred as of June 30, 2007 for the Waiau camera repairs. Four invoices 

totaling $3,373.35 have been received in July 2007 and are being processed for payment. 

Please refer to Attachment 2 to this response for copies ofthe invoices. 

There are other cameras at Waiau needing repair and awaiting inspection by the repair 

contractor. Because the current repair contractor has unavailable, HECO is working to 

retain another vendor to assist with the backlog of repair work. At this point in time it is 

not possible to accurately estimate the additional cost for camera repairs, however, it is 

reasonable to assume that the amount budgeted of $8,000 will be expended in 2007. 

Also shown on Attachment 2 to the response to CA-IR-339 is $15,300 for "Alarm 

Monitoring" at Waiau Station. Please see the response to subpart f, below, for a discussion 

of this item. 
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f The cost shown in Attachment 2 to the response to CA-IR-339 for "Alarm Monitoring" at 

Waiau Station is $15,300. This cost is for security alarms and related services at HECO's 

Iwilei Tmik Yard and selected electric substations. The major cost component of this total is 

for a telephone service link between the Iwilei Tank Yard and the HECO Security Office. 

Security personnel perform the surveillance, but the costs are for the data links, telephone 

links, and alarm service that are parts ofthe remote monitoring system. 

g. Kahe Station and Honolulu Station do not have a cost for "Almm Monitoring" because there 

is no remote monitoring system or alarm links tied to security service provided at these 

locations. 
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l e k 
The Telos Corporalton 

Customer PO # 
Customer Name 
Mailing Address 

Telos Rep: 

Service Request: 

Actual Problem(s) 

Service Date ot 
C ^ Q invo i ce # Srvlnv 
K J i J m v u u c ; TC00723 7/5/2007 

1014 Krnau Street Honolulu, HI 96814 (808) 545-3110; (808) 35S-0802 (Fax) 

Authorized By Alan Cardoza 
Hawaiian Hectric Company Contact Phone #'s (808) 864-0565 

PO Box 2750 Location of Service Kahe Power plant 
Honolulu, HI 96840-0001 Device{s) Serviced Cameras 

Teren Watumuli Rep Phone #'s (808) 988-1915; (808) 772-8841 

Trouble Shoot/Repair Dome Cameras 

Service Performed Replaced Dome Camera, Restarted 2nd Camera 

Qnty Unit 
1 ea 

Qnty Unit 
3 Hours 

Materials Used 
Description Model/Part # Cost Extension 

Dome $ 2,203.00 $ 2,203.00 
$ 
$ 

Service Summary 
Description Dale of Service Rate Extension 

Trouble Shoot Repair 6/22/2007 $ 90.00 $ 270.00 
$ 
$ 
$ 

Notes: Material Sub-Total 

NHSR Normal hours service rate--$90 Shipping/Handling 

AHSR After hour service rate--$120 Labor Sub-Total 

ESR Emergency service rate--$160 Contract Sub-Total 

Tax 4.712 

Invoice Total 

$ 2,203.00 

$ 270.00 

$ 2,473.00 

S 116.53 
$ 2,589.53 
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T s A 
The Telos Corporation 

Cu.stomer PO # 

Customer Name 
Mailing Address 

Telos Rep: 

Service Date of 

. O S ' "^° ' '=^* TC00715 ' " " " " 7/11/2007 

1 Dl4 Kinau Street Honoiulu, HI 96814 (808) 545-3110; (808) 3SS-0802 (Fax) 

Authorized By Alan Cardoza 
Hawaiian Electric Company Contact Phone #'s (808) 864-0565 

PO Box 2750 Location of Service Kahe Power Plant 
Honolulu. HI 96840-0001 Device(s) Serviced Door 

Teren Watumull Rep Phone #'S (808) 988-1915; (808) 772-8841 

Service Request: Trouble Shoot/Repair door Closure Problem 

Actual Problem(s) fVlechanical problem with door closure mechanism & AC pressure 

Service Performed Inspected & advised repiacement of closure mechanism &. Adjustment of AC system 

Materials Used 
Qnty Unit Description Model/Part # Cost Extension 

$ 
$ 
$ 

Service Summary 
Qnty Unit Description Date of Service Rate Extension 
1.0 NHSR Repositioned Camera 5/12/2007 $ 90.00 $ 90,00 

$ 
$ 
$ 

Notes: 

NHSR Normal h 

AHSR After hou 

ESR Emergem 

-

Material Sub-Total 

Durs service rate"$90 Shipping/Handling 

service rate~$120 Labor Sub-Total 

3y service rate"$160 Contract Sub-Total 

Tax 4.712 

Invoice Totai 

$ 

$ 90.00 

$ 90.00 
$ 4.24 

$ 94.24 
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I s k 
Ttie Telos Corporation 

Customer PO # 
Customer Name 
Mailing Address 

Telos Rep: 

Service Request: 

,0 s 
1014 KInau street 

Hawaiian Electric Company 
PC Box 2750 

Honoiulu, HI 96840-0001 
Teren Watumull 

Repair Loose Reader 

Actual Prob!em(s) Same 

Service Performed Re-attached Loose Reader 

Qnty Unit 
2 ea 

Qnty Unit 
1.5 Hours 

Materials Used 
Description 
Toggle bolts 

Service Summary 
Description 

Re-attach reader 

Notes: 

NHSR Normal hours service rate--$90 

AHSR After hour service rate-$120 

ESR Emergency service rate-$160 

Service Date of 
Invni r f * # Srvlnv 
i n v o i c e ff .̂ .̂QQ.̂ 22 7/5/2007 

Honolulu, HI 96814 (808) 543-3110; (808) 356-0802 (Fax) 

Authorized By Alan Cardoza 
Contact Phone #"s (808) 864-0565 
Location of Service Waiau Power Plant 
Device(s) Serviced HID Reader 

Rep Phone #'s (808) 988-t 915; (808) 772-8841 

Model/Part # Cost Extension 
$ 1.00 $ 2.00 

$ 
$ 

Date of Service Rate Extension 
6/21/2007 $ 90.00 $ 135.00 

$ 
$ 
$ 

Material Sub-Total 

Shipping/Handling 

Labor Sub-Total 

Contract Sub-Total 

Tax 4.712 

Invoice Total 

$ 2.00 

$ 135.00 

S 137.00 

$ 6.46 

$ 143.46 
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r s A. o s 
The Telos Corporation 1014 KInau Streel 

Customer PO # 

Customer Name Hawaiian Electric Company 
Mailing Address PQ Box 2750 

Honolulu, HI 96840-0001 
Telos Rep: Teren Watumull 

Service Request: Trouble ShoofRepair Aiphone 

Actual Problem(s) No Plug in Transformer 

Service Performed Installed new Plug in Transformer 

Materials Used 
Qnty Unit Description 

1 ea Aiphone Power Supply 

Service Summary 
Qnty Unit Description 
2.0 NHSR Trouble Shoot/Repair/Clean 

Notes: 

NHSR Normal hours service rate-$90 

AHSR After hour service rate"$120 

ESR Emergency service rate~$160 

Service oate of 
Invo ice # Srvlnv 

TC00711 7/10/2007 

Honolulu, HI 96814 (808) 545-3110; (808) 356-0802 (Fax) 

Authorized By Alan Cardoza 
Contact Phone #"s (808) 864-0565 
Location of Service Waiau Power Plant 
Device(s) Serviced Aiphone System 

Rep Phone #'s (808) 988-1915; (808) 772-8841 

Model/Part tt Cost Extension 
$ 11.54 $ 11.54 

$ 
$ 

Date of Sen/ice Rate Extension 
3/6/2007 $ 90.00 S 180.00 

$ 
$ 
$ 

Material Sub-Total 
Shipping/Handling 

l-abor Sub-Total 

Contract Sub-Total 
Tax 4.712 

Invoice Total 

$ 11.54 

$ 180.00 

$ 191.54 
$ 9.03 

$ 200.57 
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V F . X 
The Telos Corporation 

Customer PO # 
Customer Name 
flailing Address 

Telos Rep: 

Service Request: 

Actual Problem(s) 

Service Performed 

Qnty Unit 
1 ea 

Qnty Unit 
4.0 NHSR 
4.0 Hrs 

o s 
1014 KInau Street 

Hawaiian Electric Company 
PO Box 2750 

Honolulu, HI 96840-0001 
Teren Walumui! 

Service 
Invoice # 

Honolulu, Ht 96814 

_ Authorized By 
_ Contact Phone #'s 
_ Legation of Service 
_ Dev(ce(s) Serviced 

Rep Phone #'s 

Trouble Shoot/Repair/Clean Dome Cameras 

Date of 
Srv Inv 

TC0a713 7/10/2007 

(808) 545-3110; (808) 356-0802 (Fax) 

Alan Cardoza 
(808) 864-0565 

Waiau Power Plant 
Dome Cameras 

(BOB) 988-1915; (808) 772-8841 

Replaced Dome Camera, Repaired/Cleaned additional cameras 

Materials Used 
Description 

Day Night Ultra Vil Dome Camera 

Service Summary 
Description 

Trouble Shoot/Repair/Clean 
Bucket Tnjck 

Notes: 

NHSR Normal hours service rate-$90 
AHSR After hour service rate"$120 
ESR Emergency sen/ice rate"$160 

Model/Part # 
RAS917 

Date of Service 
3/9/2007 
3/9/2007 

Cost Extension 
$ 2,203.00 5 2,203.00 

S 
$ 

Rate Extension 
$ 90.00 $ 360.00 
$ 60.00 $ 240.00 

$ 
$ 

Material Sub-Total 
Shipping^andling 

Labor Sub-Total 
Contract Sub-Total 

Tax 4.712 
Invoice Total 

$ 2,203.00 

$ 800.00 

$ 2,803.00 
$ 132.08 

$ 2,935.08 
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T 8 A. OS 
The Tetos Corporation 1014 Kinau Street 

Service 
Invoice # 

Honolulu, HI 96814 

TC00716 

Date of 
Srv Inv 

7/11/2007 

(808) 545-3110; (808) 356-0802 (Fax) 

Customer PO # 
Customer Name 
Mailing Address 

Telos Rep: 

Hawaiian Electric Company 
PO Box 2750 

Honolulu, HI 96840-0001 
Teren Watumull 

Authorized By 
Contact Phone #'s 
Location of Service 
Device(s) Sen/iced 

Rep Phone #'s 

Alan Cardoza 
(808) 864-0565 

Waiau Pwr Plant Admin BIdg 
Camera in Ceiling JHousing 

(808) 988-1915; (808) 772-8841 

Service Request: Reposition Camera in Admin BIdg Waiau 

Actual Probiem(s) 

Service Performed Repositioned camera 

Materials Used 
Qnty 

Qnty 
1.0 

Unit 

Unit 
NHSR 

Description 

Service Summary 
Description 

Repositioned Camera 

Model/Part # 

Date of Sen/ice 
4/22/2007 $ 

Cost 

Rate 
90.00 

$ 
$ 
$ 

$ 

Extension 

Extension 
90.00 

Notes: 
NHSR Normal hours service rate"$90 

AHSR After hour service rate-$120 

ESR Emergency service rate-Si 60 

Material Sub-Total 
Shipping/Handling 

Labor Sub-Total 

Contract Sub-Total 

Tax 4.712 

Invoice Totai 

90.00 

90.00 
4.24 

94.24 
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DOD-IR-106 

Dividend deduction. Refer to CA-IR-385 and CA-IR-467 

a. As a result ofthe dividend deduction, should state and federal income tax expenses be 
reduced by 38.907744% X $66,463 = $25,859? 

b. If not, what is the reduction to income tax expense related to reflecting the dividend 
deduction and how is it calculated? 

HECO Response: 

a. No. 

b. The dividend deduction is only recognized for federal income taxes. This special deduction 

under §247 ofthe Intemal Revenue Code was not adopted by the Hawaii income tax law. 

Therefore, the reduction to income tax expense should be at the federal rate only, or 

35% X $66,463 = $23,262. 
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Refer to the June 2007 update for HECO T-10, Attachments 8, 9 and 10. Also refer to HECO-
1021,page 2 of2. 

a. If a pension tracking mechanism, similar to the one that HECO is currently proposing, 
would have been in effect in 1995, what would the deferrals and rate impacts have been 
through 2007? Show in detail by year. If exact amounts are not available, provide HECO's 
best estimates and show in detail how such estimates were derived. 

b. If an OPEB tracking mechanism, similar to the one that HECO is currently proposing, 
would have been in effect in 1995, what would the deferrals and rate impacts have been 
through 2007? Show in detail by year. If exact amounts aie not available, provide HECO's 
best estimates and show in detail how such estimates were derived. 

c. If an OPEB tracking mechanism, similar to the one that HECO is currently proposing, 
would have been in effect in the first year in which HECO was allowed to use the FAS 106 
accrual method for determining OPEB costs for ratemaking purposes, what would the 
deferrals and rate impacts have been? Show in detail by year. If exact amounts are not 
available, provide HECO's best estimates ^id show in detail how such estimates were 
derived. 

d. Refer to the June 2007 update for HECO T-10, Attachment 10 and to HECO-1021, page 2 
of 2. Explain fully why contributions to the pension trust prior to 1995 are relevant to 
setting rates prospectively based on a 2007 test year adjusted for known and measurable 
changes. 

e. Refer to the June 2007 update for HECO T-10, Attachment 10. In each year from 1999 
through 2007 in which HECO shows a zero mnount as the "Contributions to Trust" identify 
what the maximum tax-deductible contribution was for each such yem. Include supporting 
documentation. 

f. Refer to the June 2007 update for HECO T-10, Attachment 10. (1) Please identify each rate 
case HECO had since 1986; (2) identify the test year used for each such rate case; (3) 
identify the amount of NPPC accrual recorded in each rate case test year; (4) identify the 
amount of pension expense in each test year that HECO had requested be reflecting in 
determining its revenue requirement; mid (5) identify the amount of pension expense in each 
test year that was reflected in the revenue requirement approved by the Commission in each 
case. If exact amounts me not known, please provide HECO's best estimates and show in 
detail how such estimates were derived. 

g. Please provide a copy of any and all source documents used or relied upon by HECO to 
provide the information in part f. 
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HECO Response: 

a. See page 3 of this response. 

b. See page 4 of this response. 

c. The Commission allowed the Company to adopt SFAS 106 effective January 1, 1995. 

Therefore, the 1995 test year was the first year in which HECO was allowed to use the FAS 

106 accrual method for determining OPEB costs for ratemaking purposes. See page 4 of 

this response. 

d. Contributions to the trust fund and the net periodic pension cost since the inception of SFAS 

87 were provided. The amounts prior to 1995 are for information purposes only. Because 

the cumulative contributions to the trust fund and the cumulative net periodic pension costs 

net to zero in the period prior to 1996, the mnounts do not impact the 2007 test yem. 

e. The maximum tax deductible contributions for 1999-2007 were as follows: 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 

2007 

$0 
$0 
$0 
$0 
$23,080,742 

$67,377,607 

$76,324,682 

$37,035,984 

$75,356,124 

These mnounts were provided by the Company's actuary, Watson Wyatt. 

f. See the response to CA-IR-158. 

g. Specific citations to prior Commission decisions and orders and filings on public record 

were provided in the response to CA-IR-158. 
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DOD-IR-108 

Refer to the HECO June 2007 update for HECO T-10. Please provide all information from the 
HELCO case (Docket No. 05-0315) in HECO's possession and/or that is being relied upon by 
HECO, related to any ofthe following issues and including but not limited to: 

a. Any settlement between HELCO mid other parties in the case. 

b. The Interim Decision and Order 23342 dated April 4, 2007. 

c. All testimony relating to the pension tracker, pension asset, pension liability and pension 
expense. 

d. All testimony relating to any OPEB tracker, OPEB asset, OPEB liability and OPEB 
expense. 

e. All schedules filed in the case showing whether HELCO had a pension asset or liability, 
and the related amounts. 

f. Whether HELCO proposed to amortize any pension asset, and the details ofsuch 
amortization. 

g. Any testimony relating to any proposal by HELCO to amortize a pension asset. 

HECO Response: 

a. HECO objects to this information request on the grounds that it requests documents that 

are already on file with the Commission and are part ofthe public record. The requested 

documents ^ e also voluminous. Without waiving its objection, HECO will provide an 

electronic copy ofthe requested documents. 

b. See the response to a. 

c. See the response to a. 

d. See the response to a. 

e. See the response to a. 

f. See the response to a. 

g. See the response to a. 
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DOD-IR-109 

In Docket 04-0113, HECO stated as follows in its reply brief: "Technically, retroactive 
ratemaking occurs when an additional charge (over and above that ofthe tariff rate then in effect) 
is made for past use of utility service, or the utility is required to refund revenues collected 
pursuant to then lawfully established rates, for such past use. Retroactive ratemaking also occurs 
when past deficits are made up by excessive charges in the future, or past profits are reduced by 
disallowances to future costs for ratemaking purposes. Response to CA-RIR-36a; Tr. (9/15) 
at 74-75 (Sekimura)." 

a. Admit that the proposal to charge ratepayers for $5,055 million per year as shown on 
HECO's June 2007 update, HECO T-10, Attachment 10, page 2 of 2, runs afoul of 
HECO's own definition of "retroactive ratemaking." 

b. If your answer to part a, is anything other than an unqualified admission, explain fully 
and provide supporting authority and documentation. 

HECO Response: 

a. No. 

b. The $5,055,000 shown on page 2 of Attachment 10 ofthe HECO T-10 June 2007 Update is 

the test year amortization ofthe Company's end-of-test year prepaid pension asset. As 

explained in HECO T-10 (p. 75), under SFAS No. 87, a prepaid pension asset is created 

when fund contributions exceed the net periodic pension cost ("NPPC"). The prepaid 

pension asset is the net ofthe cumulative investor supplied fund contributions and the 

previously recognized pension cost. Fund contributions aiQ the cash payments the 

Compmiy has made to the pension fund over the years. Recognized pension cost is the 

accumulated NPPC that the Company has recognized on its income statement. Since it 

represents an investment in excess ofthe accumulated amount of pension expense 

previously recognized on the Company's income statement, the prepaid pension asset, like 

other assets, is an economic resource that has future benefit. Thus, recovery ofthe 

investment in the prepaid pension asset through the amortization does not constitute a 

charge for past use of utility service or to make up for a past deficit, and the inclusion of 

the amortization of that asset in the Company's revenue requirement does not constitute 

retroactive ratem^ing. 
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Refer to the June 2007 update for HECO T-10, Attachment 10. For all pension funding 
contributions made by HECO from 1999 through 2007, please identify the amount, payment 
date, and pension measurement year to which each such payment pertains. 

HECO Response: 

HECO provided detail support for the contributions made by HECO from January 1995 though 

December 2004 in the response to CA-RIR-33 in Docket No. 04-0113. Payments were made in 

the year in which the pension measurement pertains. As noted in the response to CA-IR-140 in 

this proceeding, HECO's contribution in 2005 of $6 million was made on December 29, 2005. 

HECO did not make any contributions to the pension pl^i in 2006 and none have been made in 

2007. 
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DOD-IR-111 

Refer to the June 2007 update for HECO T-10, Attachment 10. Where on this schedule has 
HECO reflected the amounts collected from ratepayers for pension expense that was included in 
determining HECO's revenue requirement and rates? 

HECO Response: 

HECO collects revenues from utility ci^tomers for services provided based on rates approved by 

the Commission in a ratemaking proceeding. In establishing HECO's rates in a rate case, the 

Commission normally considers all revenue, expense rate base and capital components for a test 

period in a rate case. A regulatory commission's task in a ratemaking proceeding "is to set rates 

which are just, reasonable, ^id nondiscriminatory. In discharging that task, the commission 

determines how much revenue the utility requires. This, in turn, leads to a determination of a fair 

rate ofretum as one component of a revenue requirement. The commission then sets rates to 

produce that required revenue. Once set, those rates are 'the lawful rates.' are the only rates 

which may be charged by the utility, and are '. . . prima facie reasonable until finally found 

otherwise in an action brought for that purpose.'" Potomac Electric Power Co., 83 P.U.R.3d 

113, 147 (D.C. P.S.C. 1970), quoted in Consumer Advocate v. Young Brothers. Ltd.. Docket 

No. 5140, Decision and Order No. 8686 (March 21, 1986), pages 7-8, 10-11 (in which the 

Commission rejected a claim that MI earned rate ofretum in excess ofthe retum deemed 

reasonable in the utility's last rate case was ^er se excessive.) See Decision and Order 

No. 16710, issued November 19, 1998 in Docket No. 97-0073 ("D&O 16710"), page 3. 

See HECO's response to CA-IR-158 regarding the amount ofthe net periodic pension cost 

(NPPC) included in determining HECO's revenue requirements in prior HECO rate cases. 
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DOD-IR-112 

Refer to HECO T-10, page 81, lines 18-21. 

a. Has HECO calculated its earned rate ofretum or retum on equity for miy y e ^ from 1994 
through 2006? If so, please provide such calculations. 

b. In making the calculations provided in part a, does HECO remove from expenses ^id rate 
base, items that have been excluded by the Commission in rate cases? If so, please show 
exactly how HECO removed such items in its earned retum calculations. If not, explain 
fully why not. 

c. Please list the retum on rate base and retum on equity earned by HECO in each year, 2004 
through 2006. 

HECO Response: 

a. Yes. The December 31 rate ofretum reports filed with the Commission for years 

1995-2004 were previously provided in responses to information requests in Docket 

No. 04-0113 in HECO's 2005 test year rate case. See HECO's response to CA-RIR-93 for 

the rate of return reports for years 1995-1997 and HECO's response to DOD-RIR-28 for the 

rate of retum reports for years 1998-2004. The December 31 rate of retum reports filed with 

the Commission for the years 1994, 2005 and 2006 are provided in Attachment 1, pages 1-4. 

Two calculations ofthe Rate of Retum on Common Equity were filed for December 2006. 

One calculation reflects HECO's book equity, which includes the charges to Accumulated 

Other Comprehensive Income ("AOCI") as a result of recording pension and postretirement 

benefits other than pension liabilities after implementing SFAS No. 158 on December 31, 

2006. The other calculation reflects an adjustment to HECO's book equity, to exclude the 

amounts that were charged to AOCI. 

b. Yes. The book operating income and net income are adjusted to remove items that have 

been excluded by the Commission in prior rate cases in calculating the ratemaking rate of 
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retums submitted to the Commission. Rate base used in the calculation is generally 

determined in accordance with prior rate case decisions. 

c. Please refer to part a. for the retum on rate base and retum on equity for 2004 through 2006 

filed with the Commission. 
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A 

. B 

Havaliau Elaotrlo Company, Zno. 

Rate of Return on Rate Base and on Common Equity 

For t h e 12 raonths ended December 1994 

(In thouBtnds) 

rfltgiDflhtng 

K 

L 

M 

N 

2 / 0 2 / 9 5 

T h i a Y e a r Lflfft YOflF 

B a m l n g B f o r K o i t R a c s a t 13 K o n t h s i 

O p t t r & t i n g Incesme S 6 0 . 6 8 2 S 5 2 . 5 5 4 

B a r n i n g a f o r common s t o c k S 4 4 . 6 9 8 S.,.;}.6.673 

^ • I g h t s d A v n r a g v t 

R a t o B B B A : Rrtwunfc S697.6BQ 5 6 6 0 . 6 2 0 

R a t e o f R e t u r n (A + C) 8.70% 7.95% 

Conmran E c j u i t y t Amount $ 3 8 2 , 4 6 ^ S34Q.546 

R a t o o f R e t u r n (B + E) . . . 11 .69% 10 .77% 

S l K p l * A v a r a g e t 

R a t e B a a s t Amount S 7 0 6 . 2 7 2 S 6 5 9 . 0 0 8 

R a t e o f R e t u r n (A + G) 8^59,% , 7.97% 

Coranon E c j u t t y i Amount g 3 8 9 . 6 B 6 g 3 4 g . 4 8 6 

R a t e o f R a t u r n (B + I ) . . . 11 .50% 10.52% 

End o f P a r i o d t 

R a t o B a s e ; Amount S 7 2 8 . 6 2 0 S 6 S 3 . 9 2 3 

R a t a o f R e t u r n {A + K) 8 .33% 7.68% 

Common E c j u i t y i Amount S 4 0 5 . 6 5 5 S 3 7 1 . 7 1 6 

R a t o o f R e t u r n (B + M) . . . 11 .02% 9.87% 

r C ' t - . ^ / i y • • • ' - - ' - '•••• 
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(In thousands) 

Line 
Ratemaking 

2005 2004 

A 

Earnings for most recent 12 months: 

Operating Income $69,544 
B 

C 
D 

E 
F 

G 
H 

f 
J 

Eamings for common stock 

Weighted Average: 

Rate Base: Amount 
Rate of Return (A/C) 

Common Equity; Amount 
Rate of Return (B/E) 

Simple Average; 

Rate Base: Amount 
Rate of Return (A/G) 

Common Equity: Amount 
Rate of Return (B/i) 

$44,843 

$1,119,418 
6.21% 

$649,812 
6.90% 

$1,121,604 
6,20% 

$648,423 
6.92% 

$75,400 
$52,051 

$1,018,110 
7 4 1 % 

$606,929 
8,58% 

$1,058.206 
7.13% 

$612.894 
8.49% 

End of Period: 

K 
L 

M 
N 

Rate Base: Amount 
Rate of Return (A/K) 

Common Equity: Amount 
Rate of Return (B/M) 

$1,140,111 
6.10% 

$655,748 
6.84% 

$1.103.097 
6.84% 

$641,097 
8.12% 

Per Interim Decision and Order No. 22050 dated September 27, 2005, the Commission utilized 
a rate of return on average rate base of 8.66% Including a return on average common equity of 
10.70%, in determining HECO's revenue requirements. 

Per Decision and Order No. 14412 dated December 11.1995, the allowed rate of retum on average 
rate base and on average common equity is 9.16% and 11.40%, respectively. 
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RATE OF RETURN ON RATE BASE AND ON COMMON EQUITY 
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(In thousands) 

Line 
Ratemaking 

2006 2005 

Earnings for most recent 12 months: 

Operating income $77,559 
B 

C 
D 

E 
F 

G 
H 

1 
J 

Earnings for common stock 

Weighted Average: 

Rate Base: Amount 
Rate of Return (A/C) 

Common Equity; Amount 
Rate of Return (B/E) 

Simple Average: 

Rate Base: Amount 
Rate of Return (A/G) 

Common Equity: Amount 
Rate of Return (B/l) 

$51,038 

$1,164,670 
6.66% 

$661,696 
7.71% 

$1,144,768 
6.78% 

$623,052 
8.19% 

$69,544 
$44,843 

$1,119,418 
6.21% 

$649,812 
6,90% 

$1,121,604 
6.20% 

$648,423 
6,92% 

End of Period: 

K 
L 

M 
N 

Rate Base: Amount 
Rate of Return (A/K) 

Common Equity; Amount 
Rate of Return (B/M) 

$1,149,425 
6.75% 

$590.356 
8.65% 

$1,140,111 
6.10% 

$655,748 
6.84% 

Per Interim Decision and Order No. 22050 dated September 27, 2005, the Commission utilized 
a rate of return on average rate base of 8.66% including a return on average common equity of 
10.70%, in determining HECO's revenue requirements. 

Per Decision and Order No. 14412 dated December 11, 1995, the allowed rate of return on average 
rate base and on average common equity is 9.16% and 11.40%, respectively. 

* The common equity amounts reflect HECO's book equity, which includes the charges to 
Accumulated Other Comprehensive Income (AOCI) as a result of recording a pension and 
other postretirement benefits liability after Implementing SFAS No, 158, on December 31, 2006. 
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(In thousands) 

Line 
Ratemaking 

2006 2005 

Earnings for most recent 12 months: 

A Operating income 

B Earnings for common stock 

Weighted Average: 

C Rate Base: Amount 
D Rate of Return (A/C) 

E Common Equity: Amount 

F Rate of Return (B/E) 

Simple Average: 

G Rate Base; Amount 
H Rate of Return (A/G) 

I Common Equity: Amount 
J Rate of Return (B/l) 

End of Period: 

$77,559 
$51,038 

$1.164.670 
6.66% 

$668,986 
7.63% 

$1,144,768 
6.78% 

$670.434 
7.61% 

$69,544 
$44,843 

$1,119,418 
6,21% 

$649,812 
6.90% 

$1,121,604 
6.20% 

$648,423 
6.92% 

K Rate Base: Amount 
L Rate of Return (AK) 

M Common Equity; Amount 
N Rate of Retum (B/M) 

$1,149,425 
6.75% 

$685,120 * 
7.45% 

$1,140,111 
6.10% 

$655,748 
6.84% 

Per Intehm Decision and Order No. 22050 dated September 27, 2005, the Commission utilized 
a rate of retum on average rate base of 8.66% including a return on average common equity of 
10.70%, In determining HECO's revenue requirements. 

Per Decision and Order No. 14412 dated December 11, 1995, the allowed rate of return on average 
rate base and on average common equity is 9.16% and 11.40%, respectively. 

* The common equity amounts reflect an adjustment to HECO's book equity, to exclude the amounts 
that were charged to Accumulated Other Comprehensive Income (AOCI) as a result of recording a 
pension and other postretirement benefits liability after implementing SFAS No. 158, on 
December 31, 2006. 
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DOD-IR-113 

Refer to HECO T-l, page 41, and to the Pension Funding Study that HECO filed with the 
Commission on or about May 30, 2007, per the directive ofthe Commission in the AOCI docket 
(Docket No. 05-0310). 

a. Was HECO's assumption of a 3 year period between rate cases utilized in the Pension 
Funding Study? If not, explain fully why not. 

b. Was a five-year period between rate cases assumed for HECO in the Pension Funding 
Study? (Attachment 3, page 1 of 31 ofthe Pension Funding Study states that for HECO a 
rate case is assumed in the initial year - 2007 for HECO - and "every five years thereafter.") 
Explain fully the basis for the "major assumption" that HECO would have a rate case every 
five years. 

c. Refer to Attachment 3, page 2 of 31 of the Pension Funding Study. Explain fully how each 
ofthe "TY Pension Exp before Trar" (Pl) amounts were determined, and why such mnounts 
change after Year 4. 

d. Refer to Attachment 3, page 2 of 31 of the Pension Funding Study. Explain why the 
"Initial" Year and "Yem" 5" are assumed to be a "Rate Year." 

e. Is the Compmiy's pension funding policy in any way impacted by the ratemaking treatment 
ofthe pension asset? If so, please explain fully how the Company's pension funding policy 
is impacted by the ratem^ing treatment ofthe pension asset. 

f Would the Company's pension funding policy be rniy different if the Commission were to 
determine that the pension asset does not belong in rate base? If so, please explain fully 
how the Company's pension funding policy would be impacted by the ratemaking treatment 
ofthe pension asset under such an outcome. 

g. Is the Company's pension funding policy in any way impacted by the ratemaking treatment 
ofthe amortization ofthe pension asset? If so, please explain fully how the Company's 
pension funding policy is impacted by the ratemaking treatment related to the amortization 
ofthe pension asset. 

h. Would the Company's pension funding policy be any different if the Commission were to 
determine that HECO's proposed amortization ofthe pension asset does not belong in 
operating expenses? If so, please explain fully how the Company's pension funding policy 
would be impacted by such ratemaking treatment. 

i. Is the Company's pension funding policy in any way impacted by whether a pension 
tracking mechanism is approved or not? If so, please explain fully how the Company's 
pension funding policy is impacted by whether a pension tracking mechanism is, or is not 
approved. 
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j . Would the Company's pension funding policy be rniy different if the Commission were to 
reject HECO's proposed pension tracking mechanism? If so, please explain fully how the 
Company's pension funding policy would be impacted if HECO's proposed pension 
tracking mechanism were rejected. 

k. Is it HECO's opinion that the pension funding policy described in Attachment 1 to the 
Pension Funding Study will minimize the revenue requirement to ratepayers in the current 
HECO rate case? If so, please demonstrate how this is achieved. If not, explain fully why 
not. 

1. Is it HECO's opinion that the pension funding policy described in Attachment 1 to the 
Pension Funding Study will minimize the revenue requirement to ratepayers over a series of 
HECO's anticipated future rate cases? If so, please demonstrate how this is achieved. If 
not, explain fully why not. 

HECO Response: 

a. One scenario for HECO was based on rate cases every three years. The assumptions for the 

scenarios were: 

Compmiy 

HECO 
HELCO 
MECO 
HECO 
HECO 

Attachment 2 
Pages 

18,26-31 
17, 20-25 
19, 32-37 

N/A 
N/A 

Attachment 3 
Pages 

2-7 
8-13 
14-19 
20-25 
26-31 

Initial 
Year 

2007 
2006 
2007 
2007 
2007 

Years Assumed 
Between Rate 

Cases 
5 
5 
5 
3 
5 

Test Years 
Assumed 

2007, 2012 
2006,2011 
2007, 2012 

2010,2013,2016 
2007,2012 

Other scenarios were based on rate cases every 5 years, based on the 5 year amortization 

period for pension asset proposed by the Consumer Advocate in HELCO's 2006 test year 

rate case (Docket No. 05-0315) for the pension tracking mechanism. 

b. See response to (a). 

c. Column P l is the test year pension expense before trmisfers to plant. It is calculated as the 

test year NPPC (see column E in corresponding scenario in Attachment 2, page 26 of 68) + 

5 year amortization ofthe test yem ending regulatory asset mid liability (see columns K 
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and M in corresponding scenmio in Attachment 2, page 26 of 68). It changes only in a test 

year. 

d. See response to (a). 

e. Ratemaking treatment ofthe pension asset could impact the Company's pension funding 

policy, because pension funding requires the use of investor-provided funds and ratemaking 

treatment could determine whether or not those investor-provided funds eam an adequate 

retum. 

f The Company's pension funding policy could change if the Commission were to determine 

that the pension asset can not be included in determining rate base. If the investor-funded 

pension asset is not allowed in rate base, those investor-provided funds will not have the 

opportunity to eam mi adequate retum, which may result in a reevaluation ofthe pension 

funding policy to reduce the amount of investment in pension asset. 

g. The Company's pension funding policy could change if investors are not allowed a retum of 

and/or a retum on investor-provided funds. The amortization ofthe pension asset results 

from the implementation ofthe pension tracking mechanism. If the ratemaking treatment of 

the amortization ofthe pension asset results in investor-provided funds not being 

recoverable in future rates, it may result in a reevaluation ofthe pension funding policy to 

reduce the amount of investment in pension asset. 

h. See response to (g). 

i. The Company does not foresee any change in its pension funding policy resulting solely 

from the determination of whether the pension tracking mechanism is adopted or not. 

However other ratemaking determinations, as discussed above, may impact the pension 

funding policy. See responses to pmts (e) and (f). 
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j . See response to (i). 

k. No, it is not HECO's position that the pension fimding policy minimizes revenue 

requirements in this rate case. The development ofthe pension funding policy considered 

the impact ofthe policy on revenue requirements over a study period rather than focusing on 

minimizing the revenue requirements in any specific rate case. Further, the impact ofthe 

pension funding policy in 2007 was not included in the scope ofthe Pension Funding Study; 

therefore the Company did not assess the impact of different pension funding policies on the 

HECO 2007 test year. The test year identified in the study (2007 for HECO) is the "initial 

year" ofthe study and the test yem does not assume any difference in pension funding 

(i.e. in the "initial year", the pension funding is not being compared). 

1. The pension funding policy described in Attachment 1 to the Pension Funding Study 

balances benefit security, funding flexibility, stability and predictability of contribution 

requirements, impact on electric rates, and the funded status ofthe pension funds as 

discussed by Watson Wyatt on pages 9 and 10 in Attachment 2 to the Pension Funding 

Study. As noted by Watson Wyatt (on page 18 of 68 in Attachment 2), revenue 

requirements for HECO over the study period under the baseline economic scenario are 

projected to be slightly lower under NPPC funding policy compared to the minimum 

required contribution ("MRC") funding policy. Additionally, the NPPC funding policy is 

expected to result in smoother and more predictable funding. 
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DOD-IR-114 

Attachment 1 ofthe Pension Funding Study at page 1 of 3 states that one ofthe purposes ofthe 
study is to "evaluate the impact on ratepayers of vmious funding alternatives for the utility 
portion ofthe Pension Plan." 

Please clearly identify and explain which funding altemative that was evaluated in the study 
produces the least revenue requirement for ratepayers. 

Please identify exactly where in the study the results ofthe optimal pension funding 
altemative, and the revenue requirement impacts of this on ratepayers is shown. 

Has HECO adopted as its pension funding policy, the funding altemative described in the 
response to part a? If not, explain fully why not. 

a. 

b. 

c. 

HECO Response: 

a. The HECO revenue requirement comparisons are summarized on page 18 of 68 of 

Attachment 2 (Table A-2) ofthe Pension Funding Study. The funding altemative which 

produces the lower revenue requirement for each economic scenario is indicated below: 

Economic Scenario 
Baseline 
Less Favorable 
More Favorable 

Total 
NPPC 
NPPC 
MRC 

NPV 
NPPC 
NPPC 
MRC 

b. See response to (a). Support for these revenue requirement calculations was provided on 

pages 26-31 of Attachment 2 and pages 2-7 of Attachment 3 of the Pension Funding Study. 

c. Yes, the Company's policy is generally to fund NPPC (subject to funding limits and target 

funded status), which was the funding altemative which produced the lower revenue 

requirements in the baseline economic scenario. The Company's pension funding policy is: 

"Contribute at least the net periodic pension cost as calculated using FAS 87 
during the fiscal year, subject to statutory funding limits and targeted funded 
status as determined in consultation with the actuary. When no pension tracking 
mechanism has been approved by the PUC and when cumulative contributions 
exceed the cumulative pension costs recognized for financial statement purposes, 
the Companies may limit contributions to the pension fund. When a pension 
tracking mechanism has been approved by the PUC, funding ofthe pension fund 
will be in accordance with the pension tracking mechanism requirements. 
Contributions will not be less than the ERISA minimum funding requirements 
and will not exceed the maximum tax deductible amount on an accrual basis." 
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Refer to Attachment 2 ofthe Pension Funding Study, page 18 of 68. Show in detail how each of 
the HECO revenue requirement amounts were calculated: 

a. $31,067 million in all 3 scenarios for years 1-4. 

b. $7,231 and $8,424 million per year for years 5-10 in baseline scenario. 

c. $23,471 and $33,178 million per year for yems 5-10 in the "less favorable economic 
scenario." 

d. $1,287 and -$2,531 million per year for years 5-10 in the "more favorable economic 
scenario." 

HECO Response: 

a. The supporting calculations for the revenue requirements summmized on page 18 of 68 are 

provided on pages 2-7 of 31 in Attachment 3. Attached on page 2 of this response are 

assumptions which were inadvertently omitted from the Pension Funding Study filing. 

A summary ofthe $31,067 million calculation is as follows: 

Test Year Expense before Trmisfers to Plmit $18,400 

Pension Asset Amortization 9,972 
Transfer to Plant (5,520) 
Revenue Taxes on Net Expense 

($18,400+9,972-5,520) * (1/(1-8.885%) - 1) 2,228 
Revenue Requirement on Average Rate Base 

($41,700+35,980)/2 * 15.413% 5.986 
Total Revenue Requirement $31,066 

There is a slight difference due to rounding. 

b. See pages 2 and 3 of 31 in Attachment 3. 

c. See pages 4 and 5 of 31 in Attachment 3. 

d. See pages 6 and 7 of 31 in Attachment 3. 
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Cost of Capital Assumptions: 
ST Debt 
LT Debt 
Preferred Stock 
Common Stock 

Tax Assumptions: 
Federal 
State 

Weigtit 
3.00% 

36.00% 
7.00% 

54.00% 

35.00% 
6.40% _ 

Rate 
6.00% 
6.50% 
8.00% 

12.00% 

= 

32.89% 
6.02% 

38.91% 

Weighted 
Average 

0.180% 
2.340% 
0.560% 
6.480% 
9.560% 

After-tax 
Weigtited 
Average 

0.110% 
1.430% 
0.560% 
6.480% 
8.579% 

Weighted 
Average 
Revenue 

Requirement 
0.198% 
2.568% 
1.006% 

11.642% 
15413% 

5.885% (on gross receipts) 
0.500% (on gross receipts) 
2.500% (on electricity sales) 
8.885% 

Discount Rate 9% 

% Transferred to Plant 
Life of Plant 

30% 
30 years 
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Refer to Attachment 2 of the Pension Funding Study, pages 26-31 of 68. 

a. What is the basis for the 9% discount rate assumption? Show supporting calculations. 

b. What is the basis for the $9,972 Prepaid in Column C? Show supporting calculations. 

c. Referring to note C, show in detail how the "cumulative net benefit to ratepayers at initial 
year" was determined. Identify all assumptions that were made in evaluating whether 
ratepayers had any benefit at the initial year, and the basis for determining the amount of 
such benefit. 

HECO Response: 

a. The 9% is an approximation ofthe weighted-average after tax cost of capital assumption 

(8.579%) used in the analysis. See response to DOD-IR-115, page 2 of 2. 

b. The $9,972,000 is based on a 5-year amortization ofthe ending pension asset in the prior 

year ($49,860,000/5). 

c. See response to (b). The mnounts in column (C) are based on the amortization ofthe 

pension asset. The benefits to ratepayers from the pension asset were discussed extensively 

in T-10 in this docket and in RT-16 in Docket No. 04-0113. 
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Refer to Attachment 3 of the Pension Funding Study. 

a. Why are there no amounts for any ofthe HECO scenarios on the "Year 10" line? Explain 
fiilly. 

b. Using the assumptions made by HECO, is its pension expense anticipated to be non-existent 
after Year 9 under all ofthe HECO scenarios shown in Attachment 3 ofthe Pension Funding 
Study? What is the basis for making such an assumption? Explain fully. 

c. Does HECO plan do discontinue all ofits defined benefit pension plans after "Yem 9" in the 
Pension Funding Study? If so, explain fully the basis for such an assumption. If not, 
explain fully why not. 

HECO Response: 

a. The Compmiies requested a 10-year projection of pension costs mid funding requirements. 

For all Companies, the 10-year period was 2007-2016. In HELCO's case, the initial year 

was 2006, which was HELCO's test year; therefore, yem 1-10 were projected. In HECO 

and MECO's cases, the initial year was 2007, since 2007 is the test year for HECO mid 

MECO. As a result, the initial year and years 1-9 were projected and no data was provided 

for year 10. 

b. No, HECO expects pension costs beyond year 9, however the study period for HECO ended 

in yem 9. 

c. See responses to (a) and (b). 
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Refer to Attachment 2, pages 56-68 of 68 of the Pension Funding Study. 

a. Has Watson Wyatt ever advised a pension client to convert a defined benefit plmi to another 
type of retirement plan, such as a defined contribution plmi, in order to limit risk? If not, 
explain fully why not. 

b. Is Watson Wyatt aware of any instances in which companies have converted a defined 
benefit plan to another type of retirement plan, such as a defined contribution plan? If so, 
please describe such instances and the factors which led to such conversions. 

c. Did Watson Wyatt provide any advice to HECO or HECO's affiliates conceming making 
changes in any ofthe following areas that Watson Wyatt identified (on page 58 of 68) as 
"strategies for responding" to the Pension Protection Act: (1) plan design, (2) asset 
allocation, or (3) actuarial assumptions and methods? 

d. If the answer to an item in part c is affirmative, please identify mid explain fully the advice 
provided. 

e. Refer to page 63 of Attachment 2. Does HECO's plan contain any "early retirement 
subsidies"? If so, please identify, quantify and explain such subsidies. 

f. Refer to page 63 of Attachment 2. Has HECO included miy cost in the test year for any 
Nonqualified Deferred Compensation Plans of itself or affiliates? If so, please identify, 
quantify and explain fully all such costs, and identify the amounts in each account. 

g. Refer to page 67 of 68. Which ofthe "Short-term funding considerations" is HECO 
implementing and why? Explain fully. 

HECO Response: 

a. The Company is not privy to what Watson Wyatt has advised its other pension clients 

regarding converting a defined benefit plan to another type of retirement plan, such as a 

defined contribution plan, in order to limit risk. Watson Wyatt's advice to other clients 

would be confidential. 

b. HECO does not know whether Watson Wyatt has knowledge of companies that have 

converted a defined benefit plan to another type of retirement plan, such as a defined 

contribution plan. However the circumstances for such conversion would need to consider 
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the specific circumstances related to the companies that made such a conversion. With 

regard to HECO, such conversion would need to consider the specific requirements and 

circumstmices ofits defined benefit plan, such as the requirements under its collective 

bmgaining agreement. 

c. The information provided by Watson Wyatt to HECO or HECO's affiliates regarding 

strategies for responding to the Pension Protection Act is the information provided on page 

58 of Attachment 2 to the Pension Funding Policy Study. The information provided was of 

a general nature, and not specific regarding strategies for HECO or HECO's affiliates. 

d. Not applicable. 

e. HECO has early retirement provisions in its pension plmi. The early retirement provisions 

ofthe plan me described in HECO-WP-1251, pages 31-32. Emly retirement "subsidies" 

have not been quantified since HECO's pension plan is not projected to be "at risk" by 

failing to meet funding threshholds described on page 63 of Attachment 2 to the Pension 

Funding Study. See also pages 50-55 of Attachment 2 to the Pension Funding Study for 

projected funding levels under the funding policy alternatives. 

f The costs ofthe nonqualified pension plans have been removed from the test year estimates 

as discussed in HECO T-12, page 15. HECO T-12 states, "In order to limit the issues in 

this proceeding, non-qualified pension expense has been deleted from the test yem expenses, 

as shown in HECO-1201, column h." Further as discussed in response to DOD-IR-130, 

HECO has removed from the test year estimates, expenses related to restricted stock mid 

stock based compensation, stock options, and incentive compensation from the test year. 

g. The information on page 67 of Attachment 2 to the Pension Funding Study was a general 

presentation of short-term funding considerations for defined benefit plans, and not 
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specifically related to HECO or its affiliates. The information presented was with regard to 

what a company may want to consider if they have an underfunded plan. For HECO, as of 

January 1, 2007, the plan is over 100% funded on a current liability basis, so there is no 

special short-term funding consideration needed for the plan to avoid adverse circumstmices 

with regard to funding requirements under the Pension Protection Act. HECO will generally 

be targeting the third block listed on the slide, primarily because HECO is generally at that 

level. 
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DOD-IR-119 

Refer to HECO T-6 at page 37, lines 19-24. Please state the number of actual PSO&M 

Department filled positions for each category as of June 30, 2007. 

HECO Response: 

Actual PSO&M Department filled positions for each category as of June 30, 2007, are 

summarized below: 

Operation Division 

Maintenance Division 

Planning Division 

Mmiager and Staff 

Total 

151 

145 

21 

11 

328 

The total of 328 agrees with the employee count provided in HECO's response to CA-IR-465, 

Actual Employee Count vs. 2007 EOY Test Year Employee Count as of June 30, 2007 for the 

Power Supply Operation & Maintenance Department. See also CA-IR-414, Attachment 1 for 

additional details. 
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DOD-IR-120 

Refer to HECO T-7 at page 70. 

a. What is the actual contribution (was estimated by HECO at $675,000) and when was it 
paid? 

b. What is the service period ofthe DSG unit? 

c. Provide a copy ofthe DSG contract. 

d. The June 2007 Update for HECO T-17, pages 7 and 9 of 18 show zero for the "Unamortized 
DSG Regulatory Asset." Is this the smne item discussed at HECO T-7, pages 70-71? If not, 
explain fully. 

e. Refer to the June 2007 Update for HECO T-6. Please reconcile the expenses for the 
cancelled Kaiser DSG project being removed in the amount of $54,600 (on pages 2-3 ofthe 
update) with the $30,000 mentioned on page 71, line 10 of T-10. Identify, quantify and 
explain each reconciling item. 

HECO Response: 

Note that DOD reference to HECO TJ_ at page 70 should actually be to HECO 1^6 at page 70 

and in subpart d., HECO T-7, pages 70-71 should actually be to HECO T-6, pages 70-71, in 

accordance with errors and corrections acknowledged by the Department ofthe Navy, Office of 

the General Counsel in a letter date July 12, 2007. 

a. The Kaiser DSG project was cancelled as described in HECO's responses to CA-IR-237, 

CA-IR-337, and CA-IR-484 and in the HECO T-6 June 2007 Update, page 2. As a result, 

HECO's contribution to the costs for the installation of paralleling switchgear is $0. 

b. This question is not applicable as the project was cmicelled. 

c. This question is not applicable as the project was cmicelled. 

d. Yes, it is the same item. 

e. The expenses of $54,600 being removed in the June 2007 Update for the Kaiser DSG 
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project and the $30,000 amortization amount in the test year are distinctly separate items and 

do not reconcile. The $54,600 represents O&M non-labor expense related to the DSG 

project as shown in the June 2007 Update, pages 2 and 3. The $30,000 represents the 

amortization ofthe paralleling switchgear equipment that was identified in HECO-628 and 

described in HECO T-6, pages 70 and 71. The $30,000 amortization expense was 

effectively removed from Other Production O&M expense by a calculation error in the 

response to CA-IR-3, Attachment 1, page 1. In CA-IR-3, Attachment 1, page 1, the "901-

Amort" amount of $30,000 was included as a line item mid was erroneously included in the 

proposed adjustment to the test yem estimate that totaled a reduction of $155,000. 

Accordingly, the proposed downward adjustment of $155,000 should have been only 

$125,000 (i.e., $155,000 - $30,000). If the $30,000 had not been erroneously included in the 

proposed adjustment as part ofthe response to CA-IR-3, it would have been proposed at this 

time, coincident with the confirmation ofthe cancellation ofthe Kaiser DSG project. 

The calculation error was a result of mistakenly confusing the 901-amortization amount 

of $30,000 and the DSG Incentive amount of $24,600 as one and the same in CA-IR-3, 

Attachment 1. The corrected CA-IR-3, Attachment 1 would appem as shown in Attachment 

1 to this response. 
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2007 Rate Case - Distributed Generation (Includes DSG) 
Production Dept - Non-Labor 

(In Thous) 

570- Rental 
201-Material 
501-O/S 
•901 • Amort 

Pillar 
$2,916 

$16 
$406 
•$30 (1) 

9/22/06 
DG O&M Sch 

$2,771 
$29 

$413 

$145 
($13) 
($7) 

-439-

(Inol 001 Amort) 

Total $3,368 

(1),Beprese 

* P ^ ^ 3 ^ 
$3,213 '$155 Rate Case Adj 
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DOD-IR-121 

Ref: Smart Signal, $897,000. Refer to HECO T-6 at page 80. 

a. What is the useful life of Smart Signal? 

b. What minual savings in maintenmice does HECO expect from Smm^ Signal? Include 
calculations and estimates. 

c. Did HECO prepare any type of cost-benefit analysis relating to Smart Signal? If so, please 
provide it. 

d. Provide all invoices for Smart Signal. 

e. If the invoices in part d do not add up to $897,000, please identify, quantify and explain all 
differences. 

f. Is HECO aware of any other utilities that have installed Smart Signal? 

g. If the answer to part f is affirmative, please identify the utilities mid the yem that each 
installed Smart Signal. 

h. Has Smart Signal been in use at any utility for more than a three year period? If so, please 
identify all instances of which HECO is aware. 

i. Does HECO anticipate that Smart Signal will still be functioning beyond the end of its 
proposed three-yem amortization period? If not, explain fully why not. If so, provide the 
basis for such anticipation. 

j . Does HECO have a "Project Identification Form - Authorize Project" type document (see, 
e.g., CA-IR-307 Attachment 5 for examples) for Smart Signal? If so, please provide it. If 
not, explain fully why not. 

HECO Response: 

a. Smart Signal is one of several commercially available products and services for enhanced 

equipment condition monitoring (ECM) and enhanced performance monitoring of electric 

utility power plants. These systems continuously monitor the operational parameters for 

selected equipment in the power plant on a real-time basis and analyze values and trends for 

these parameters to determine if the equipment is operating within normal bounds. The 

benefits of these systems are achieved through early detection of incipient equipment 

failures such that the required maintenance cmi be completed on a scheduled rather than an 
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emergency basis. Thus, the benefits are realized by avoiding unknown, future events. The 

utility maintenance programs within which such systems are used are called predictive 

maintenance or condition-based maintenance progrmns. 

The useful life of Smart Signal (as well as other commercially available ECM products 

mid services) depends on several factors including the service and support commercial 

mrangements with the vendor, the extent to which the ECM system was serviced and 

supported using in-house resources, mid the functional life ofthe underlying IT software and 

hardware infrastructure. Due to the unknown influences of these factors, no fixed number 

for the "service life" for an ECM system can be provided at this time. One ofthe objectives 

ofthe pilot-scale ECM projects being considered by HECO is to gain a better understanding 

ofthe useful lives of these products mid services. 

The use of enhanced equipment condition monitoring systems and enhanced 

performmice monitoring systems as part of a utility's predictive maintenance program is 

becoming general practice within the electric utility industry. This is evidenced by 

widespread implementation of such systems and the proliferation of commercially available 

products mid services for such systems. 

HECO initiated an evaluation of enhmiced ECM systems in early 2005. Based on 

information from the Electric Power Resemch Institute, other utilities and the various 

vendors of enhanced ECM systems, HECO decided to conduct a pilot project to evaluate the 

Smart Signal system on one ofthe HECO generating units. This project was initiated in 

early 2006. In parallel with this pilot project ofthe Smart Signal system, HECO continued 

to evaluate other ECM products mid services. 
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A "Business Case for Smart Signal Project" narrative for the pilot project evaluation of 

Smart Signal was prepared by the HECO Power Supply Engineering staff in April 2006, and 

is provided as Attachment 1 to CA-IR-81. HECO did not perform any detailed quantitative 

benefit/cost analysis other than the high level analysis of "avoided costs" for historical 

equipment failures experienced at HECO. The primmy driver for initiating this effort was 

the observed emergence of enhanced ECM as general practice for predictive maintenance 

progrmns within the electric utility industry. 

The pilot project evaluation ofthe Smart Signal product was completed in late February 

2007. While the technical results ofthe evaluation were promising, HECO has decided to 

not pursue further implementation ofthe Smart Signal ECM product due to commercial 

issues. The primary issue involves Smart Signal's refusal to provide pricing based on 

incremental implementation of their product for specific categories of equipment across all 

generating units versus "vertical implementation" for each generating unit based on 

megawatts. It is HECO's assessment that the implementation path required by the Smart 

Signal company does not allow for the most cost-effective implementation of an enhanced 

ECM system at HECO. 

HECO is continuing the evaluation of other commercially available enhanced ECM 

products that was underway in parallel with the Smart Signal evaluation pilot project. 

HECO anticipates the completion of this evaluation and the implementation of an enhanced 

ECM system by fourth quarter 2007 or first quarter of 2008.. 

b. As described in the response to subpart a, HECO will not be pursuing Smart Signal. At this 

time no annual savings for maintenance have been calculated from Smart Signal, and HECO 
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has not incorporated any potential savings from Smmt Signal or other ECM system in the 

2007 test year estimate. 

c. As stated in the HECO response to subpml a, HECO did not perform any quantitative 

benefit/cost analysis other than the high level analysis of "avoided costs" for historical 

equipment failures experienced at HECO. The primmy driver for HECO's consideration of 

ECM products and services was the observed emergence of enhanced ECM as general 

practice for predictive maintenance programs within the electric utility industry. 

During the course ofthe Smart Signal pilot project. Smart Signal representatives 

prepmed a presentation on the benefits (i.e., avoided future costs due to equipment failures) 

based on a statistical analysis of historical EFOR and EAF data for HECO's Kane 5. A 

copy ofthe presentation is provided as Attachment 2 to CA-IR-81. The Smm;t Signal 

presentation was not the product of a rigorous analysis and included questionable 

assumptions not applicable to HECO. For these reasons, it is HECO's assessment that the 

Smart Signal analysis significantly overstates benefits that may be realized on the HECO 

system from the implementation of an enhanced ECM system as part ofthe HECO 

predictive maintenance program. 

d. The invoices for the Smart Signal pilot project are provided as Attachment 1 to this 

response. 

e. The invoices to date for the Smart Signal pilot proj ect total $ 123,417. Of this amount, 

$111,417 was incurred in 2006, and $12,000 was incurred in 2007. As noted in the response 

to CA-IR-81, (a) the pilot project evaluation ofthe Smart Signal product was completed in 

late Februmy 2007, (b) HECO decided to not pursue further implementation ofthe Smart 

Signal enhanced equipment condition monitoring (ECM) product at this time due to 
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commercial issues, (c) HECO is continuing the evaluation of other commercially available 

enhmiced ECM products that was underway in parallel with the Smart Signal evaluation 

pilot project, and (d) HECO anticipates the completion of this evaluation and the 

implementation of an enhanced ECM system by fourth quarter 2007. 

A portion ofthe funds originally earmarked for the fleetwide deployment ofthe Smart 

Signal technology is being used to fund a pilot project for an altemative ECM product and 

service being offered by Black & Veatch (B&V). The B&V pilot program is expected to 

begin on or about August 1, 2007, mid be completed in January 2008. The estimated cost 

for the B&V products and services for the pilot program is $78,000, and approximately 

$70,000 ofthe cost will be incurred in 2007. The accompanying costs to implement a 

secure information technology (IT) interface are estimated to be $15,000. Thus, the total 

costs now anticipated to be expended in 2007 for ECM products and services are as follows: 

Smart Signal (Jan & Feb 2007 pilot program) $12,000 

B&V (Aug through Dec 2007 pilot program) 70,000 

IT interface for B&V pilot program 15.000 

TOTAL $97,000 

In HECO T-6, HECO noted that the 2007 O&M budget included $897,000 for installing 

Smart Signal across the HECO generating fleet in 2007. HECO proposed a normalization 

adjustment of $599,000 to amortize the cost over three years, so that the 2007 test year 

expense estimate would be $299,000. HECO is removing the $299,000 normalized estimate 

for Smart Signal from the test year O&M expense estimate, and adding back $97,000, for a 

net adjustment of $(202,000). 

f Yes, please refer to the response to subpmt g for additional detail. 
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Based on the information provided by Smart Signal, the utilities and IPPs of which HECO is 

aware that have implemented the Smart Signal ECM system are listed below. We do not 

have any information on the dates of these Smart Signal ECM system implementations. 

Since we terminated the pilot project with Smart Signal in February 2007, this list may not 

include installations completed since that date. 

Allegheny Power 

Mirant 

Pmihmidle Energy 

Arizona Public Service Nuclear 

PPL 

Progress Energy 

Calpine 

Reliant 

DTE Energy 

Dynegy Midwest Generation 

TransAlta 

TXU (Texas Utilities) 

Wisconsin Public Service 

WE Energies 

Kansas City Power & Light 

Key span 

Xcel Energy 
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h. Since HECO does not have information on when the Smart Signal system installations listed 

in response to subpart g were completed for these utilities and IPPs, we me unable to 

identify installations that have been in service for more than three years. 

i. Since HECO terminated the pilot project for the Smart Signal system in February 2007, the 

question of whether the Smart Signal system will be functioning beyond the end ofits 

proposed three-year amortization period is moot. 

j . The Project Identification Form (PIF) for the fleet-wide deployment of Smart Signal is 

provided as Attachment 13D, pages 45 to 49 to HECO T-6. However, as stated in the 

response to subpmt a above, the Smart Signal project was terminated after the pilot project 

evaluation and the actual expenditures on Smart Signal are significantly less thmi the PIF 

mnount. 
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^ SmartSlgna! 
( ( 

Invoice 
901 Waxrenviile Road 
Suite 300 
Lisle, IL 60532 

DATE 

2/28/2006 

INVOICE NO. 

1590 

BILL TO 

Hawaiian Etectric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYA0600801Qi01 

TERMS 

Net 30 

REP 

GW 

u m DESCRIPTION RATE QTY AMOUNT 

Smart Start D 50% of r r Hosting & Data Feed Setup 
Fee upon receipt of purchase order 
PYA-06-008-01-01-Oi 

57,000.00 0.5 28,500.00 

BY: 

APPROVED FOH PAYMENT 

DATE 3lZB/Q(. 
MiMS CONTRACTS PY/q -^S^ -S i , ( .S ) / .S3 | 

4-^Q^S^PO.CO 

PIsase remit to above address or use wiring instructions-payable in US dollars . 
Total $28,500.00 



, ^ ^ \ 

f 
^Smar tS lgna ! 

901 Warrenville Road 
Suite 300 
Lisie,IL 60532 

r 
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Invoice 
DATE 

5/17/2006 

INVOICE NO. 

1621 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYA0600B010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTCON RATE QTY AMOUNT 

travel expenses 

travel expenses 

Travel expense for George Hermanas 
for kickoff meeting 3/5/06-3/11/06 
Travel expenses for Bill Nieman the 
week of 3/26/06-3/31/06 

763.61 

1,153.82 

BY 
DATE Sy^3/o6. 

PAYMENT 

MIMS CONTRACT # P Y f i ^ ^O'Q'B IS), -^('S^i 

f cxx.jv-o.e-k^^ /-lrY-Ct> * ^ ',?i-7s'(-3 

753.61 

1,153.82 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $1,917.43 
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Invoice 
DATE 

5/22/2006 

INVOICE NO. 

1623 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYA06008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTEON RATE QTY AMOUNT 

Smart Start D 

Smart Start D 

Smart Start D 

50% of IT Hosting &. Data Feed Setup 
Fee upon live monitoring established 
5/15/06 PYA-05-a08-01-01-01 
On site worl<bench and watchlist 
training performed on 5/2 - 5/4/05 
Live monitoring for the period 
5/15/06-6/14/06. Live monitoring 
established on 5/15/06 

Purchase order PYA-06-008-01-01-01 

57,000.00 

7,500.00 

. 6,000.00 

0.5 

1 

1 

jfl'JA- APPROVE: 

BY: / " ^ L i ^ - n ^ 
FOR PAYMENT 

DATE_ 
MiMS CONTRACT 

Q/^^/or^ 

R^- • ^ ^ r d U 

' ^ \ 

28,500.00 

7,500.00 

6,000.00 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $42,000.00 
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r 
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Invoice 
DATE 

6/1/2006 

INVOICE NO. 

1630 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Accounts Payable 

P.O. NO. 

PYA05008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart Start D Live monitoring for the period of 
6/15/06-7/14/06. 

6,000.00 6,000.00 

M . APPROVED 

DATE. 

F(l)R PAYMENT 

, C / Z ^ ^ 
MIMS CONTRACT aPYf t -^^-^ '^ '8- '^ ' -1S?l-b] 

Pa^^ . . e ^ fl^^ 46>,a:.o.ao 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $6,000.00 



Smarts 

901 Warrenville Road 
Suite 300 
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c 
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Invoice 
DATE 

8/1/2006 

INVOICE NO. 

1683 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYA05008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smari: Start: D 

BY; 

Live monitoring for the period 
7/15/06-8/14/06. 

APPRO V/ED FOR PAYMENT 

6,000.00 5,qoo.oo 

^ 

DATE "B-^-o^ 
MIMS CON' 

R 
^ 

v r \ f ^ 

RACT # _ P Y d ^ ^ ^ § * ̂  (- ^ I * ̂ a 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $5,000.00 
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Invoice 
DATE 

8/30/2006 

INVOICE NO. 

1698 

BILL TO 

Hawaiian Eledric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYAG6008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart Start: D Live monitoring for the period 
8/15/06-9/14/06 per the extension 
executed by Thomas Simmons. 

6,000.00 6,000.00 

APPBQVEDP 

B' 

DATE 

AYMENT 

./. i—,:—•—i-r- y r -

MS CONTRACT#_PiaS^^S'^l- ^ / - ̂ / 

f cv^raenJfc flrrOt ' ^ ^ 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $5,000.00 
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Invoice 
DATE 

9/26/2006 

INVOICE NO. 

1719 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

P.O. NO. 

PYA06008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart; Start: D Live monitoring for the period 
9/15/06-10/14/06 per the extension 
executed by Thomas Simmons. 

6,000.00 6,000.00 

APPRdVE6 EORIPAYMENT 

\ \ DATE . / c > / / ^ / a ^ 

MiMSC0NTRACT# P Y / ^ - - S ^ ' T C J 9 - ^ | . ^ / • " ^ / 

' O ^ r n e t v t ' flrrCt • ^ i ^ . O C O . O O 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $6,000.00 
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mi 
r 

901 Wan-CQville Road 
Suite 300 
Lisle, IL 60532 

Invoice 

BILL TO 

Hawaiian Eleclric Coinpany, Inc. 
PO Box 2750 
Honolulu, tn 96840 
Attn; Brenner Munger 

DATE 

10/30/2006 

INVOICE NO. 

1748 

P.O. NO. 

PYAO 6008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTiON RATE QTY AMOUNT 

Smart Start D Live monitoring for the period 10/15/06-11/14/06 
invoice 3 of 7 per the exteasion executed by Thomas 
Simmons. 

6,000.00 6,000.00 

APPROVED FOR PAYMENT 
BY: / K > : ^ ^ 
DATE" f / / / • < > / ^ € 

C O 

Please remit to above address or use wiring instructions-payable in US dollars 

Remit Payments to: 

901 WaireavilleRd. 
Suite 300 
Lisle, IL 60532 
FEIN# 36-4118627 

Domestic Wire Transfer 

To:SilVlyBkSJ 
Routing and Transit #:t21140399 
For Credit oCSmartSignal Corporation 
Credit Account #:3300168079 

Total S6,0QO.0O 

Intemational Wire Transfer 

Pay to: FC-Silicon Valley Bank 
3003 Tasman Drive 
Santa Clara, CA 95054, USA 

Routing & Transit #: 121140399 
SwiaCodo:SVBKUS6S 
ForCredit of: SmartSignal Corporation 
Final Credit Account //: 3300168079 
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Invoice 

BILL TO 

Hawaiiaii Electric Company, hic. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brermer Munger 

DATE 

11/30/2006 

INVOICE NO. 

1778 

P.O. NO. 

PYA06008010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart Start D Live monitoring for the period 11/l 5/06-12/14/06 
invoice 4 of 7 per the exteosioa executed by Thomas 
Sunmons. 

APPpOVED|pR PAYMENT 

DATE / :?^& /dc^ 

6,000.00 6,000.00 

MiMS C O N T R A C T # _ £ Y a ^ ^ ^ ^ • O / -iS)/ 

f c ^ m ^ j x t R r n J U -

• ^ y 
' ^ ^^coo^co 

Please remit to above address or xise wiring instructions—payable in US dollars 
Total $6,000.00 

Remit Payments to: Domestic Wire Transfer International Wire Transfer 

901 Wanrenville Rd. 
Suite 300 
Lisle, EL 60532 
FEIN# 36^118627 

To:SnVlyBkSJ 
Routing and Transit #:12U40399 
For Credit oCSraartSignal Corporation 
Credit Account ft33Q0168079 

Pay to: FC-Silicon Valley Bank 
3003 Tasman Drive 
Santa Clara, CA 95054, USA 

Routing & Transit/*; 121140399 
Swift Code; SVBKUS6S 
For Credit of: SmartSignal Coipoialion 
Final Credit Amount //: 330016S079 
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r 
901 Warrenville Road 
Suite 300 
Lisle, IL 60532 

Invoice 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

DATE 

12/22/2006 

INVOICE NO. 

1824 

P.O. NO. 

PYA0600801OI0I 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart Start D Uve monitoring for the pwiod 12/15/06-1/14/07 invoice 
5 of 7 per the extension executed by Thomas Simmons. 

. 6,000.00 6,000.00 

APPROVED FOR PAYMENT 

nATP / / ^ . ^ / < ^ ~ 7 Ff 
MIMS C0NTRACT#£VQ2^^^ 

R.MW.<tvCt/ f ^ ^ ' ^ ^ 

Please remit to above address or use wiring instmctions-payable in US dollars 
Total S6.000.00 

Remit Payments to: Domestic Wire Transfer Intemational Wire Transfer 

901 WarrenvilicRd. 
Suite 300 
Lisle, IL 60532 
FEFN# 36-4118627 

To: Sil Vly Bk S3 
Routing and Transit#:12ll40399 
For Credit of:SmartStgnal Corporation 
Credit Account#:3300168079 

Pay lo: FC-Siiicon Valley Bank 
3003 Tasman Drive 
Santa Clara, CA 95054. USA 

Routing & Transits: 121140399 
Swift Code: SVBKUS6S 
For Credit of: SmartSignal Corporation 
Final Credit Account U: 3300168079 

http://S6.000.00
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^ SmartSignai 
901 Warrenville Road 
Suite 300 
Lisle, IL 60532 

Invoice 

BILL TO 

Hawaiian Electric Company, Inc. 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

DATE 

1/31/2007 

(NVOiCE NO. 

1852 

P.O. NO. 

PYA0600801010] 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QT/ AMOUNT 

Smart Start D Live monitoring for the period 1/15/07-2/14/07 invoice 6 
of 7 per the extension executed by Thomas Simmons. 

6,000.00 6,000.00 

PAYMENT 

DAT^ Q.M/̂ ~1 
MIMS CONTRACT # f Y f i ^ ^ i ^ ^ • 

Please remit to above address or use wiring instructions-payable in US dollars 
Total $6,000.00 

Remit Payments to: Domestic Wire Transfer International Wire Transfer 

901 Warrenville Rd. 
Suite 300 
Lisle, IL 60532 
FEINS 36^118627 

To: Sil Vly Bk SJ 
Routing and Transit #: 121140399 
For Credit of: SmartSignal Corporation 
Credit Account #:3300168079 

Pay to: FC-Silicon Valley Bank 
3003 Tasman Drive 
Santa Clara, CA 95054, USA 

Routing & Transit ff; 121140399 
SwiftCode:SVBK:US6S 
For Credit of: SmartSignal Corporation 
Final Credit Account #: 3300168079 
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901 Warrenville Road 
Suite 300 
Lisle, IL 60532 

Invoice 

BILL TO 

Hawaiian Electric Company, Inc, 
PO Box 2750 
Honolulu, HI 96840 
Attn: Brenner Munger 

DATE 

2/22/2007 

INVOICE NO. 

1871 

P.O. NO. 

PYA0600S010101 

TERMS 

Net 30 

REP 

GW 

ITEM DESCRIPTION RATE QTY AMOUNT 

Smart Start D Live monitoring for the period 2/15/07-2/28/07 invoice 7 
of 7 per the extension executed by Thomas Simmons. 

fi /̂ e V-fiJ 

3.000.00 3.000.00 

APPROVED FOR PAYMENT 

w6ATE__i7^707 ' • r -
I M MIMS CONTRACT#_£Vfl_LS^:2^^-'^'-^/'^l 

R^rv^e^^t' AtvCfc •' ^^^^occ:^ ,cx:? 

Please remit to above address or use wiring instructions-payable in US dollars 
Total 13.000.00 

Remit Payments to: Domestic Wire Transfer Intemational Wire Transfer 

901 Warrenville Rd. 
Suite 300 
Lisle, IL 60532 
FBINS 36-4118627 

To: Sil Vly Bk SJ 
Routing and Transittf:12U40399 
For Credit of;SmartSignal Corporation 
Credit Account #:3300168079 

Pay to: FC-Silicon Valley Bank 
3003 Tasman Drive 
Santa Clara, CA 95054, USA 

Routing & Transit ft 12U40399 
S\viftCode:SVBKUS6S 
For Credit of: SmartSignal Corporation 
Final aedit Account*/: 3300168079 
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DOD-122 

Refer to CA-IR-302 pages 6-8 of 8. 

a. Please provide the equivalent of page 7 of 8 showing actual employee counts for 
January through June 2007. 

b . Please explain fiilly and in detail how page 7 of 8 shows 1541 employees for 
January 2007 when the actual employee count at the end of 2006 was 
approximately 1445 (per page 8). What comprises the difference between the 
1445 Company Total on page 8 for 2006 projected EOY and the 1541 Jan07 total 
on page 7? Identify, quantify and explain each component ofthe difference. 

c. As of June 30, 2007, please identify by department, the number of vacant 
positions. 

d. As of May 31, 2007, please identify by department, thenumber of vacant 
positions. 

HECO Response: 

a. Please see page 3 of this response for the actual employee counts for January through 

June 2007. 

b. The January 2007 employee count {CA-IR-302, page 7) represents the labor resources 

needed to complete the required work regardless ofthe number of employees projected (per 

CA-IR-302, page 8) to be on payroll at year-end 2006. The level of employees included in 

the adjusted budget as of January 1, 2007 in direct testimony was 1,541, as shown in 

HECO-WP-1401. However, as explained in HECO T-14, HECO did not expect to have that 

number of employees on board as of January 1, 2007, and provided the estimated employee 

count as ofDecember 31, 2006 (taking into account the DSM adjustment) in HECO-1403. 

The testimony also explained why the 2006 Projected End-of-Year estimated employee 

counts was not used as a surrogate for the January 1, 2007 employee count estimate in the 

calculation to determine the Company's average test year employee count. 

The 2006 Projected End-of-Year estimate is used for intemal work planning and is 

continually updated as information on retirements, transfers and new positions becomes 
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known. As explained by the Operations and Maintenance ("O&M") witnesses, HECO 

requires the additional employees in the O&M budget to perform the work that the 

Company expects to complete in 2007. By reflecting the resource requirements as regular 

employees, the Company also has forecasted the associated labor costs that are required to 

perfonn such work. (See HECO T-14, pages 3-4.) 

Adjusting the test year O&M expenses to reflect the fact that a significant number of 

positions would not be filled at the beginning of 2007 would result in a significant 

understatement ofthe O&M expenses expected for 2007, unless upward revisions also were 

made to reflect the additional overtime, contract services and temporary hires that would 

have to be incurred or added to accomplish the expected work load. Thus, the actual 2006 

year-end work force level has no relationship to the 2007 test year budget, and it would be 

inappropriate to include it in the calculation ofthe average employees in the test year. (See 

HECO T-14, pages 5-7.) 

In each O&M area, witnesses were asked to make an adjustment to their test year O&M 

expenses if the work to be done by the additional employees was expected to be deferred 

beyond 2007, but not if the work was expected to be accomplished through other means that 

would result in the incurrence of O&M expenses, or if the additional employees were 

expected to be hired shortly after the beginning of 2007. The individual witnesses 

addressed the estimated number of positions required by their depmtments, and explained 

why adjustments were made or not made. Additional information has been provided by the 

witnesses in their IR responses. 

c. Please refer to the Company's response to CA-IR-465, pages 2 through 5. 

d. Please see pages 4 through 7 of this response. 
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Dept 
Comp & Ben 
Ind Rel 
SSF 
VP-Corp Exc 
WFSD 

Corp Comm 
VP-Corp Rel 

CustTechAp 
Enqy Svcs 
Fcst&Res 
IRP 
Mktq Svcs 
VP-Cust Sol 

C&M 
Enqlneerlnq 
Supp Svcs 
Sys Op 
VP-En Del 

CID 
Enqy Proj 
SVP-EnSol 
Tech 

Financial VP 
Gen Acctq 
InfoTech 
MAFS 
RiskMqt 

Legal 
VPGen 

Ed & Cons Aff 
Req Affairs 
VP-Gov & Com 

Cust Svc 
SVP-Oper 

CorpAudComp 
President 

Gov Rel 
IRP 
SVP-Pub Aff 

Environ 
Production 
PwrSup Enq 
VP-Pwr Sup 

Company Total 

Jan-07 
13 
9 

41 
2 

17 
82 
8 
3 

11 
8 

18 
10 
6 

12 
2 

56 
217 

83 
81 

107 
2 

490 
44 

8 
4 
3 

59 
4 

26 
96 
22 

9 
157 

16 
2 

18 
8 
8 
7 

23 
128 

2 
130 

9 
2 

11 
3 
0 
3 
6 

22 
341 
41 

2 
406 

1449 

F^h-07 
13 
9 

41 
2 

15 
80 
6 
3 
9 
8 

17 
10 
6 

12 
2 

55 
217 
85 
81 

108 
2 

493 
45 

8 
4 
3 

60 
4 

25 
94 
22 

9 
154 

16 
2 

18 
7 
8 
7 

22 
125 

2 
127 

9 
2 

11 
3 
0 
3 
6 

21 
351 
41 

2 
415 

1450 

Mar-07 
13 
9 

41 
2 

16 
81 
8 
3 

11 
8 

17 
10 
0 

12 
2 

49 
218 
84 
81 

108 
2 

493 
44 

9 
4 
3 

60 
4 

23 
91 
22 

9 
149 

17 
2 

19 
6 
8 
7 

21 
128 

2 
130 

11 
2 

13 
3 
6 
3 

12 
22 

348 
42 

2 
414 

1452 

A|.i.07 
13 
9 

42 
2 

17 
83 
8 
3 

11 
9 

17 
10 
0 

12 
2 

50 
217 
85 
81 

108 
2 

493 
44 

9 
4 
3 

60 
4 

25 
91 
22 

9 
151 

17 
2 

19 
6 
8 
7 

21 
129 

2 
131 

10 
3 

13 
3 
6 
3 

12 
22 

351 
42 

2 
417 

1461 

Mav-07* 
14 
8 

42 
2 

17 
83 

8 
3 

11 
9 

18 
10 
0 

12 
2 

51 
214 

87 
82 

108 
2 

493 
44 

9 
4 
3 

60 
4 

25 
91 
20 

9 
149 

17 
2 

19 
6 

10 
7 

23 
131 

2 
133 

10 
3 

13 
2 
5 
3 

10 
22 

354 
42 

2 
420 

1465 

Jun-07** 
14 
8 

42 
2 

16 
82 

8 
3 

11 
8 

18 
10 
0 

11 
2 

49 
214 

89 
82 

109 
2 

496 
44 

9 
4 
3 

60 
4 

25 
91 
20 

9 
149 

17 
2 

19 
6 

10 
8 

24 
135 

2 
137 

10 
3 

13 
2 
5 
3 

10 
20 

357 
42 

2 
421 

1471 

*Excludes 13 Summer Interns from various Departments. 
"Excludes 20 Summer Interns from various Departments. 
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DOD-IR-123 

Refer to CA-IR-305 page 2 and 3 of 5. 

a. Has the correction for the portion ofthe regulatory asset for AFUDC Equity Gross up 
(CWIP Equity Ongoing) been reflected in HECO's June 2007 update? If so, where is this 
reflected. 

b. If not reflected in the June 2007 update, please identify the amount of correction needed, and 
include supporting calculations. 

HECO Response: 

a. Yes. See June 2007 Update, HECO T-15, pages 5 and 7. Note that the AFUDC Equity 

Gross up will be updated due to a change in AFUDC. 

b. The correction referenced in part a. above has been updated from the June 2007 update 

filing. See pages 2 and 3 of this response for the revised schedule. HECO will be updating 

HECO T-15 June 2007 Update filed on June 29, 2007 to reflect this change. 
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REVISED HECO-1506 
(UPDATED: 7/23/07) 

HAWAIIAN E L E C T R I C COMPANY, INC. 

SFAS 109 RECONCILIATION 

R E G U L A T O R Y ASSETS AND LIABILITIES 

($ Thousand) 

1 

2 

3 

4 

*5 

6 

7 
8 

CWIP Equity Transition 
(#18673100) 

SFAS 109 Flow Through 
(#18673200) 

Plant Transition 
(#18673300) 

AFUDC Equity Gross up 
(#18673400) 

Adjustment for AFUDC 
Equity Gross up in CWIP 

Federal ITC 
(#18673500) 

Excess Deferred Taxes 
(#18673110-Acct282) 
(#18673900-Acct 283) 

H 
Actual 

Balance 
12/31/2005 

1,850 

3,264 

20,459 

30,280 

(4,171) 

(3,011) 

(1,809) 
(1,414) 

I 
Actual 
2006 

Amort 

(85) 

(326) 

(1,023) 

(893) 

539 

904 
58 

J 
Actual 
2006 
Adds 

2,585 

117 

K 
Actual 

Balance 
12/31/2006 

1,765 

2,938 

19,436 

31,972 

(4,054) 

(2,472) 

(905) 
(1,356) 

L 
Updated 

2007 
Amort 

(75) 

(326) 

(1,023) 

(935) 

487 

904 
58 

M 
Updated 

2007 
Adds 

3,508 

(511) 

N 
Updated 
Balance 

12/31/2007 

1,690 

2,612 

18,413 

34,545 

(4,565) 

(1,985) 

(1) 
(1,298) 

Subtotal (3,223) 962 (2,261) 962 (1,299) 

Deficit Deferred Taxes 
10 (#18673120-Acct 282) 
11 (#18673190-Acct 283) 
12 Subtotal 

13 TOTAL 

2,216 (111) 2,105 (111) 1,994 

2,216 

47,664 

(111) 

(937) 

-

2,702 

2,105 

49,429 

(111) 

(1,021) 

-

2,997 

1,994 

51,405 

13 AVERAGE BALANCE 48,547 50,417 

* Line 5 represents the adjustments to exclude the AFUDC equity gross up still in CWIP. 

NOTE: All SFAS 109 assets and liabilities and related taxes have been computed on effective tax rate of 
32.8947368% (federal) and 6.0150376% (state). 
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REVISED CA-IR-305 
DOCKET NO. 2006-038^ 
PAGE 1 OF 1 
(UPDATED 6/29/07) 

HAWAIIAN ELECTRIC CO., INC. 
REGULATORY ASSET - AFUDC EQUITY GROSS UP (#18673400) 

ORIGINAL 

Beginning Balance 

Equity Gross up addition 

Amortization 
Ending Balance 

Actual 
2002 

22,774 

2,238 

(640) 
24,372 

Actual 
2003 

24,372 

2,326 

(704) 
25,994 

Actual 
2004 

25,994 

3,328 

(770) 
28,552 

Actual 
2005 

28,552 

2,567 

(840) 
30,279 

Actual 
2006 

30,279 

2,585 

(893) 
31,971 

Update 
2007 

31,971 

3,508 

(935) 
34,544 

Average 25,183 27,273 29,416 31,125 33,258 

REVISED 
Beginning Balance 

Equity Gross up addition 

Adjustment 

Add 25% of Current Year 

Add 25% of Prior Year 1 

Add 25% of Pnor Year 2 

Add 25% of Prior Year 3 

Deduct Current Year 

Total Adjustment 

Amortization 
Ending Balance 

25% 

25% 

25% 

25% 

100% 

22,774 
2,238 

560 

(2,238) 

(1,679) 

(640) 
22,694 

22,694 
2,326 

582 

560 

(2,326) 

(1,185) 

(704) 
23,131 

23,131 
3,328 

832 

582 

560 

(3,328) 

(1,355) 

(770) 
24,334 

24,334 
2,567 

642 

832 

582 

560 

(2,567) 

48 

(840) 
26,108 

26,108 
2,585 

646 

642 

832 

582 

(2,585) 

117 

(893) 
27,917 

27,917 
3,508 

877 

646 

642 

832 

(3,508) 

(511) 

(935) 
29,979 

Difference 1,679 2,864 4,219 4,171 4,054 4,565 

Deferred Tax Effect of Reg Asset: AFUDC Equity Gross up Adjustment 
Federal 32.8947% 552 942 1,388 

State 6.0150% 101 172 254 
Total 

1,372 

251 

653 1,114 1,641 1,623 

1,334 

244 
1,577 

1,502 
275 

1,776 

NOTE: This worksheet calculates the amounts of AFUDC Equity Gross up still in CWIP, and the related 

deferred tax effects. 
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DOD-IR-124 

Ref: Refer to CA-IR-307, attachment 4, page 3 of 4. 

a. Please explain the 102% "Economy Factor" that HECO applied to the six year average of 
Customer Advances. 

b. For the "2007 receipts - estimate" why did HECO use $125,000 or $127,000 as opposed to 
$120,000? Explain fully. 

c. Show in detail how the 90% "Transfer to CIAC Factor" was calculated. 

HECO Response: 

a. The "Economy Factor" is intended to adjust historical costs for inflation. Based on the 

assumption that costs of construction were increasing due to inflation, HECO assumed that 

Customer Advances would increase at the same rate. The 2% was chosen as the Economy 

Factor since 2% was used by HECO to develop its Customer Advances estimate in its 2005 

Test Year Rate Case, Docket No. 04-0113. The Consumer Price Index (CPI) estimate for 

2007 from the "Blue Chip Economic Indicator", published May 10, 2007, is 2.5%. Thus, it 

appears that the 2% Economy Factor is a reasonable and conservative estimate for inflation 

that may occur in 2007. 

b. The "2007 receipts estimate" of $120,000 was used rather than $125,000 or $127,000 

because the 2001 through 2006 historical recorded Customer Advance receipts were 

showing a downward trend (see the referenced attachment). Based on this downward trend 

HECO "rounded down" the 2007 receipts estimate to $120,000. 

c. There is no detailed calculation for the 90% "Transfer to CIAC Factor". The 90% factor 

was used to recognize that Customer Advances in the 10-year-old category are also subject 

to refund, i.e., 100% ofthe advance may not be trmisferred. 
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DOD-IR-125 

Ref: EEI. 

Please break out the amount of Edison Electric Institute (EEI) dues in the 2007 test year into the 
following: 

a. Core dues 

b. Utility Solid Waste Activities Group (USWAG) membership dues 

c. Industry Structure Separately Funded Activities dues 

d. Environmental Structure Separately Funded Activities dues 

HECO Response: 

a. The estimated 2007 test year EEI membership dues are allocated to the following categories 

according to the EEI membership dues invoice: 

2007 Membership Dues For: 
Regular Activities of Edison Electric 
Institute 
Industry Structure Assessment 
Mutual Assistance Program 

Total 2007 EEI Dues 

2007 EEI 
Membership 

244,580 

36,687 
3,342 

284,609 

Simplification 
Adjustment 

(61,145) 

(25,681) 

(86,826) 

2007 Test 
Year 

183,435 

11,006 
3,342 

197,783 

b. The EEI invoice does not break out "Utility Solid Waste Activities Group (USWAG)" 

membership dues. 

c. The EEI invoice does not break out "Industry Structure Separately Funded Activities" dues. 

However, the invoice does have ^ i "Industry Structure Assessment" category. See response 

to item a above. 

d. The EEI invoice does not break out "Environmental Structure Sepmately Funded Activities" 

dues. 
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DOD-IR-126 

Ref: EEI. 

Please break out the amount of actual 2006 EEI dues into the following: 

a. Core dues 

b. Utility Solid Waste Activities Group (USWAG) membership dues 

c. Industry Structure Separately Funded Activities dues 

d. Environment Structure Separately Funded Activities dues 

HECO Response: 

a. As discussed in HECO T-13, page 18, although HECO was a member of EEI in 2006, EEI 

waived its 2006 membership fees for HECO. Therefore, HECO did not pay any 2006 EEI 

dues. 

b. See response to item a. above. 

c. See response to item a. above. 

d. See response to item a. above. 
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DOD-IR-127 

Ref: EEI. 

a. Please provide EEI invoices for 2006 and 2007. 

b. Please show all amounts recorded by HECO for EEI in 2006 and 2007 by account and type 
of EEI dues. This would include all EEI dues that HECO recorded in operating expense 
accounts and below-the-line lobbying expense accounts (e.g.. Account 426). 

c. Please show in detail how HECO determined the amount of EEI dues to be recorded to 
below-the-line accounts for 2006 and 2007 actual, and for its estimated 2007 test year EEI 
expense. 

d. Please provide all communications from EEI in 2006 and 2007 relating to identification of 
the portions of EEI dues relating to influencing legislation and EEI dues-funded activities 
that are considered "non-deductible" for federal income tax purposes. 

e. Please provide breakouts of EEI dues for each year 2005, 2006 and 2007 into the NARUC 
specified operating expense categories: (1) legislative advocacy, (2) legislative policy 
research, (3) regulatory advocacy, (4) regulatory policy research, (5) advertising, (6) 
marketing, (7) utility operations and engineering, (8) finance, legal, planning and customer 
service, and (9) public relations. 

HECO Response: 

a. See Attachment 1 for copies ofthe 2007 quarterly EEI membership invoices. See 

HECO-1304, page 6 for the Company's 2006 EEI membership invoice copy. HECO did not 

pay this invoice in 2006 as its membership fees were waived by EEI (see response to item b. 

below for further detail). 

b. As mentioned in the Company's response to part a. of DOD-IR-126, although HECO was a 

member of EEI in 2006, EEI waived its 2006 membership fees for HECO. Therefore, HECO 

did not pay any 2006 EEI dues. In 2007, HECO has recorded its allocated portion of 

approximately $148,000 of EEI membership dues (1^ and 2" quarter dues) to NARUC 

Account 9302, "Miscellaneous General Expenses." The remaining amounts have been 

allocated to MECO and HELCO. 
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c. HECO does not record its EEI membership costs to any below-the-line NARUC account, 

rather it records all ofthe costs ofits EEI membership dues to NARUC Account 9302, 

"Miscellaneous General Expenses." However, as mentioned in B. Tamashiro's direct 

testimony (T-13), on page 16, for rate case purposes, a simplification adjustment is made to 

exclude the portion ofthe Company's EEI dues related to govemment lobbying. 

Accordingly, an adjustment is made to exclude the EEI dues related to govemment lobbying 

from the Company's monthly calculation ofits rate of return amounts which are filed with 

the PUC. Refer to HECO-1304, page 5, for the calculation of EEI dues related to 

govemment lobbying. 

d. There have been no communications with EEI in 2006 and 2007 relating to influencing 

legislation and EEI dues-funded activities that are considered "non-deductible" for federal 

income tax purposes. 

e. As mentioned in HECO's response to part c. above, HECO records all ofthe costs ofits EEI 

membership dues to NARUC Account 9302, "Miscellaneous General Expenses." 
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EDISON ELECTRIC 
HVSTITUTE 

INVOICE FORMEMBERsiirp Duts 

701 PENNSYLVANIA AVENUE, ^W 
WASH[NOTON. DC 20004-2696 

PHONE (202) 508-5000 

MR. T.MICHAEL MAY 
PRESIDENT AND CEO 

HAWAIIAN ELECTHIC C O INC 

PC BOX 2750 
HONOLULU, HI 96840-0001 

Date 
03/26/2007 

Invoi^ Nambcr 
1-000050582 

Payment Due on or before S/2/2007 
(Interest charges wiH accme afier due date) 

Description 
2007 Membership Dues for l " Quarter; 

Regular Activities of Edison Electric Institute' 

Industry Structure Assessment' 

Mutual Assistance Program' 

Total 

^ Pureuant to OBRA, the portion of membership dues allocable during 2007 relating to influencaig 
legislation not deductible for Federal locome Tax purposes is estimated to be 20%^ 

* The portion of the voluntary Industty Structure Asscssine«t allocable during 2007 relating lo 
influencing legislation is estimated to be 40%. 

' Voluntary assessment approved by EEI Executive Comraittec relating to improvements for the rapid 
response to disastere. Ko portion of this assessment is allocable to influencing legislation. 

Totai 

$95,281 

9,528 

1,250 

$ 106,059 

PLEASE NOTE INFORMATION FOR WIRING. 

The following Is instruction for transferring funds electroDically to Edison Electric Institute's account at the Wachovia Bitiik 
N.A- in Washington, DC: 

Beneficiary's Bank: 

Bank^s Address: 

Bank's ABA Number: 

Beneficiary: 

BeneOciary's Acct No: 

Beneficiary's Address: 

Wachovia Banic, N.A. 

Washington. DC 

0 5 4 0 0 1 2 1 0 

Ediran Electrtc Institute 

2000013842897 

701 Pennsylvania Avenue, NW 
Washington, DC 20004-2696 USA 

Bencflciary Reference: Z007 Membership Dues 

Please refer any questions to Ed MHad at: phone-(202) 508-5430; fax-(202) S08-5030; or e-maU-emilad@eei.Drg. 

mailto:e-maU-emilad@eei.Drg
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EDISON ELECTRIC 
INSTITUTE 

MR. T, MICHAEL MAY 
PRESIDENT AND CEO 

HAWAHAN E L E C T R I C C O I N C 

PO Box 2750 
HONOLULU, HI 96840-0001 

701 PENNSYLVANIA AVENUE, NW 
WASHlNGrON, DC 20004-2696 

PHONE (202) 508-5000 

INVOICE KOR MEMBERSHIP DUES 

REMITTANCE COPY 

Date 
03/26/2007 

Invoice Nuinber 
1-000050682 

P a y t n e n t D u e on o r before 7/1/2007 
(lutereaf charges will accrue afier due date) 

Description - .̂  

2007 Membership Dues for 2"^ Quarter: 

Regular Activiries of Edison Electric Institute' 

Industry Structure Assessment' 

Mutual Assistance Program' 

Total 

' Pursuant to OBRA, the portion of membership dues allocable during 2007 relating to mflucncing 
legislation not deductible for Federal Income Tax pmposes is estimated to be 20%. 

" The portion of the voluntary Industry Structure Assessment allocable during 2007 relating to 
influencing legislation is estimated to be 40%. 

* Voluntary assessment approved by EEI Ex«:uiivc Committee relating to improvements for the rapid 
response to disasters. No portion of this assessment is allocable to influencing legislation. 

:---^:' C Total 

$ 95.281 

9,528 

1,250 

$ 106,059 

PLEASE NOTE INFORMATION FOR WIRING. 

The following is instruction for transferring funds electronically to Edison Electric Institute's account at the Wachovia Bank 
N.A. in Washington, DC: 

Beneficiary's Bank: 

Bank's Address: 

Bank's ABA Number: 

Beneficiary: 

Beneficiary's Acct No: 

Wachovia Bank, N.A. 

Washington, DC 

0 5 4 0 0 1 2 2 0 

Edison Electrtc Institute 

2000013842897 

Beneficiary's Address: 701 Pennsylvania Avenue, NW 

Washington, DC 20004-2696 USA 

Beneficiary Reference: 2007 IVIembcrship Dues 

Please refer any questions to Ed Milad at: phone^202) 508-5430; fax-(202) 508-5030; or e-mui!'emilfld@eei.org. 

mailto:emilfld@eei.org
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EDISON EIECTRIC 
INSTITUTE 

INVOICE FOR MEMBERSHIP DUES 

701 PENNSYLVANIA AVENUE, NW 

WASHINGTON, DC 20004-2696 

PHONE (202) 508-5000 

M R . T . M I C H A E L M A Y 

PRESIDENT AND CEO 

H A W A I I A N E L E C T R I C C O I N C 

PO B o x 2750 
HONOLULU, HI 96840-0001 

• Date.; -
03/26/2007 

laVoice Niimber i 
1-000050682 

P a y m e n t D u e on o r before 10/1/2007 
(Interest charges Hill accrue after due date) 

Description 
2007 Membership Dues for 3'''̂  Quarter: 

Regular Activities of Edison Electric institute' 

Industry Structure Assessment^ 

Mutual Assistance Program' 

Total 

' Purauam to OBRA, the portion of membership dues allocable during 2007 relating to influencing 
legislation not deductible for Federal Income Tax purposes is estimated to be 20%. 

' The portion of the voluntary industry Structure Assessment alloc^lc during 2007 relating to 
influencing legislation is estimated lo be 40%. 

^ Voluntary assessment approved by EEI Executive Committee relating to improvements for the rapid 
response to disasters. No portion of this assessment is allocable to influencing legislation. 

Total 

$95,281 

9,528 

1,250 

S 106,059 

PLEASE NOTE INFORMATION FOR WIRING. 

The following Is instruction for transferring funds dectronically to Edison Electric Institute's account at the Wachovia Bank 
N.A. in Washington, DC: 

Beneficiary's Bank: 

Bank's Address: 

Bank's ABA Number; 

Beneficiary; 

Beneficiary") Acct No; 

Beneficiary's Address: 

Wachovia Bank, N.A. 

Washington, 0 C 

0 5 4 0 0 1 2 2 0 

Edison Electric Institute 

2000013842S97 

701 Pennsylvania Avenue, NW 
Washington, DC 20004-2696 USA 

BcncHclary Reference; 2007 Membership Dues 

Please refer any questions to Ed Milad at; phone-(202) 508-5430; fax-(202) SOS-5030; or e-niail-emilad@eei.Qrg. 

mailto:e-niail-emilad@eei.Qrg
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EDISON ELECTRIC 
INSTITUTE 

INVOICE FOR MEMBERSIIIP DUE.S 

701 PENNSYLVANIA AVENUE, NW 

WASHINGTON, DC 20004-2696 
PHONE (202) 508-5000 

MR. T. MICHAEL MAY 
PRESIDENT AND CEO 
HAWAIIAN ELECTRIC CO INC 
PO Box 2750 
HONOLULU, HI 96840-0001 

Date 
03/26/2007 

Invoice Nnniber 
1-000050682 

P a y m e n t D u e on o r before 12/1/2007 
(Interest charges wilt accrue afier due date) 

Description 
2007 Membership Dues for 4"* Quarter: 

Regular Activities of Edison Electric Institute' 

Industry Structure Assessrnent^ 

Mutual Assistance Program^ 

Total 

' Pursuant to OBRA, the portion of membership dues allocable during 2007 relating to influencing 
legislation not deductible for Federal Income Tax purposes is estimated to be 20%. 

* The portion of the voluntary Industry Structure Assessment allocable during 2007 relating to 
influencing legislation is estimated to be 40%. 

^ Voluntary assessment approved by EEI Executive Committee relating to improvements for the rapid 
response to disasters, No portion of this assessment is allocable to influencing legislation. 

Total 

$95,28! 

9,528 

1,250 

S 106,059 

PLEASE NOTE INFORMATION FOR WIRING. 

The following is instruction for transferring funds electronically to Edison Electric Institute's account at the Wachovia Bank 
N.A. tn Washington, DC: 

Beneficiary's Bank: 

Bank's Address; 

Bank's ABA Number: 

Beneficiary: 

Wachovia Banl(, N.A. 

Washington, DC 

0 5 4 0 0 1 2 2 0 

Edison Electric Institute 

Beneficiary's Acct No; 2 0 0 0 0 1 3 8 4 2 8 9 7 

Beneficiary's Address: 701 Pennsylvania Avenue, NW 

Washington, DC 20004-2696 USA 

Beneficiary Reference; 200? Membership Dues 

Please refer any questions lo Ed Milad at: phone-(202) 50S-5430; fax-(202) 508-5030; or e-mail-emilad@eei.org. 

mailto:e-mail-emilad@eei.org
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DOD-IR-128 

Ref: Outside services general. Refer to the response to CA-IR-372 

a. This response at page 2 of 5 states: "This higher level of political and community 
involvement requires a 2007 test year estimate of $660,000." Please identify how much 
ofthe $660,000 relates to the higher level of political involvement. 

b. Refer to page 2 ofthe response. Provide the information related to the proposed wind 
farm at Kahe. 

c. Refer to page 2 ofthe response. Provide the information related to understanding the 
viewpoint ofthe communities located in the West Oahu/Waianae area. 

d. Refer to page 2 ofthe response. Provide the information related to developing a 
community based wind education program. 

e. Refer to page 4. Explain fully why the outside consulting services related to coordination 
of speakers bureau engagements etc., with an emphasis on energy conservation and 
efficiency measures are not charged to a DSM program. 

f. Refer to page 5 ofthe response. Provide the information related to the potential to 
develop pumped hyt^o-storage projects. 

g. Refer to page 5 ofthe response. Provide the information related to the potential Kahaku 
[sic] area wind farm. 

h. Refer to page 5 ofthe response. Provide the information related to the resource 
conservation education program for the West Oahu community. 

i. Provide the invoices for the $160,000 (page 2 of 5), the $124,000 (page 3 of 5), the 
$172,000 (page 3 of 5) the $49,000 (page 4 of 5), the $63,000 (page 4 of 5), and the 
$21,000 (page 5 of 5). 

HECO Resrionse: 

a. The term "political" as used (Hawaiian Electric's response to CA-IR-372, Page 2 of 5) in 

this context is synonymous with "community". Hawaiian Electric does not make pmtisan 

political contributions or engage in partisan political actions on Compmiy time or with 

Compmiy funds. To the extent that this particular information request took the use ofthe 

word "political" to indicate such a use of Hinds, the response is zero. 

b. In December 2003, Hawaiian Electric met with Waianae and Honouliuli area residents to 

discuss the possibility of developing the wind resource in the upper area of the Kahe Power 

Plant and obtained their approval to conduct meteorological testing to verify emlier wind 

mapping findings. After the collection of twelve months of wind data, the Company met 



DOD-IR-128 
DOCKETNO. OOOO 
PAGE 2 OF 5 

with the same area representatives in May 2005 to share the test results that verified that a 

utility-scale wind farm was viable. Subsequently, the Company held three public meetings 

in the West Oahu mea to share its findings and solicit feedback on a potential wind farm 

project at Kahe. At the meetings, the Company informed the community on wind energy, 

the benefits and impact; mid elicited and collected public input and comments on the issue 

of establishing a wind fmm on the ridges above Kahe Point. Over two hundred people 

attended these meetings which were held in July, 2005. Two ofthe Compmiy's 

consultants who are retained on an on-going basis, and have the expertise and relationships 

with the West O ^ u communities assisted the Company in the coordination of these 

meetings with the public. 

c. This particular consultmit's expertise among other things, includes his understanding of and 

relationships with the communities and leaders in the West Oahu/Waimiae area on cultural 

and environmental issues. This consultant is a long-time community activist and leader 

who has substantial expertise in the grass roots community process, particularly in the rural 

areas of Oahu. He also has substantial experience and expertise in working with the Native 

Hawaiian community. The West Oahu/Waianae communities differ from the rest of Oahu 

in several ways as they are host to a number of community infrastructure burdens and 

impacts relative to the rest of Oahu. The communities have been and are host to municipal 

landfills and dumps located in Waianae Valley and then in Nanakuli since the emly 1900's. 

The only municipal landfill currently in operation for the entire island is located in their 

community at Waimanalo Gulch. Power plants (operated by both Hawaiian Electric mid 

independent power producers) which service the entire island me also located in their 

communities at Kahe and Campbell Industrial Park. Nanakuli, a community in West Oahu, 
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is home to the single largest Native Hawaiimi community in the world. The West Oahu 

area has been economically depressed for decades and has experienced its challenges of 

low educational achievement levels, high levels of crime, drug i^e, and incarceration. The 

West Oahu area also houses the state's single largest homeless population. 

d. A community based wind education program came about through the Company's 

discussions with community leaders in 2003, when it first approached the community on 

conducting meteorological testing for a potential wind farm in Kahe. One ofthe conditions 

set forth by the community in going forth with the testing was to execute a wind energy 

education campaign for the residents ofthe West Oahu/Waianae coast. The site chosen for 

the potential wind farm at Kahe, was, and is still viewed as sacred land by numerous Native 

Hawaiians ofthe area, housing sacred sites and potential burial grounds. Accordingly, in 

light of this condition, mid the pre-existing knowledge of winds ofthe area by the Native 

Hawaiian community, special and significant work had to be done to ensure that a 

community-based wind energy program adequately reflected the Native Hawaiimi 

perspective on wind and the history ofthe area. This particular consultant worked with 

area high school media progrmn leaders and students to develop a student video on wind 

energy mid worked with students and area elders and cultural specialists to develop a 

Native Hawaiian culture based wind energy education display and packet. The final 

product was aired on public television and the display and videos were presented at 

community venues and events. This consultant is a long-time community activist and 

leader who has substantial expertise in the grass roots community process, particularly in 

the rural areas of Oahu. He also has substantial experience and expertise in working with 

the Native Hawaiian community. 
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e. The speakers' bureau presentations me overviews which discuss a range of solutions 

needed to meet Hawaii's energy needs. Each presentation is customized with a different 

emphasis for its audience. Although there is always some discussion on encouraging 

energy conservation and efficiency and the key role that managing demand plays in 

meeting future energy needs, the presentation is not designed to primarily be an 

informational session on individual DSM programs. Examples of energy conservation mid 

efficiency measures are discussed, along with other energy strategies (renewable energy, 

central station and distributed generation) that must be pursued to meet future energy 

needs. Additional information on a variety of Hawaiian Electric conservation, energy 

efficiency and load control progrmns is made available, again depending on the interests of 

the audience. 

f Pumped hydro-storage projects have the potential to increase the use of renewable energy 

for Hawaiian Electric. The Company is aware that such a facility on the island will alter 

the Oahu landscape and could have significant impacts to Native Hawaiian culture 

resources, sacred areas and gathering rights. This particular consultant assisted the 

Company in gathering information on potential cultural and environmental concerns to 

better understand the issues that could possibly arise in having a pumped hydro-storage 

facility on the islmid. This consultant is a long-time community activist and leader who has 

substmitial expertise in the grass roots community process, particularly in the rural areas of 

Oahu. He also has substmitial experience and expertise in working with the Native 

Hawaiian community. 

g. The Kahuku area on the island of Oahu has been identified as a potential area for wind 

farms. This particular area is abundant in archaeological and cultural resources. The 
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Company's consultant assisted the Company in identifying Native Hawaiians who had 

knowledge ofthe Kahuku area and who might be able to provide information on sacred 

areas, burials, and cultural resources within the proposed project areas. This consultant is a 

long-time community activist and leader who has substantial expertise in the grass roots 

community process, particulmly in the rural areas of Oahu. He also has substantial 

experience and expertise in working with the Native Hawaiian community. 

h. This particular consultant worked with key community leaders to build a community based 

conservation education progrmn for the West Oahu mid Waianae Coast communities. The 

program is designed to instill and advance a conservation ethic in Hawaii's community. 

Energy conservation as well as the conservation of water, land, mid other natural resources 

is the focus. A key component of the program is on the West Oahu Schools. This 

consultant is a long-time community activist mid leader who has substantial expertise in the 

grass roots community process, particularly in the rural areas of Oahu. He also has 

substmitial experience and expertise in working with the Native Hawaiimi community. 

i. Without waiving the objection stated below, and pursuant to Amended Protective Order 

No. 23378 filed June 4, 2007, the Company provides as Attachment 1, a listing ofthe 

requested invoices, which discloses the consultants'name and transaction amount. The 

invoices are also available for review at Hawaiimi Electric's Regulatory Affairs office; 

please contact Dean Matsuura at 543-4622 to arrange a time to review such documents. 

Hawaiian Electric objects to providing the requested documents as they contain 

confidential, commercially sensitive consultant information (e.g., charges associated with 

the particular supplier) and are voluminous. 
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Attachment 1 contains confidential information and is being provided subject to 

Amended Protective Order No. 23378, dated June 4, 2007. 
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DOD-IR-129 

Refer to the response to CA-IR-373. 

a. Does HECO record any donations or charitable contributions in below-the-line accounts, 
such as Account 426? If not, explain fully why not. 

b. Please refer to pages 3-6 of 6 ofthe response and explain in detail how HECO distinguishes 
the types of payments to the various groups and organizations under the banner of 
"Community Process" from donations and charitable contributions recorded in Account 426. 

HECO Response: 

a. Yes. 

b. Expenditures to support the "Community Process" are limited to the four areas as described 

in Hawaiian Electric's response to CA-IR-373(b), and to groups and organizations that 

support education, environment, culture, health, social welfare and the military. 

Contributions recorded in Account 426 are not limited to these areas of interest. 

In today's environment, the challenge for Hawaiian Electric is the unpopularity of 

miy proposed new infrastructure (especially power generating facilities) as well as much of 

its existing infrastructure. Communities have expressed that when they bear the burden of 

these facilities which serve all customers islmid-wide, they would like acknowledgement of 

that burden. Furthermore, they have made clear that they expect to have a role in defining 

the form of that acknowledgement. 

From a ratepayer point of view, Hawaiian Electric's efforts to support this 

community process are an extraordinarily sound investment in minimizing dispute and 

litigation and the resulting costs that can add to a project, mid allowing necessary system 

reliability improvements to occur in a timely manner. The opposite scenario is what 

Hawaiian Electric experienced with the Wa'ahila Ridge transmission proposal and HELCO 
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with the Keahole Power Plant expansion, where the costs of dispute and delay exceeded the 

Company's proposed community process budget many times over. 

It's true it can be easier to justify the costs of handling mi existing project challenge 

(it exists and the Company can "prove" it) than to justify the costs of prevention (one can 

rationalize that the problem may never occur mid question whether the Company can 

"prove" it has a problem). At the same time, it is also clear that preventing such challenges 

facilitates timely implementation mid cmi ultimately cost customers much less than 

addressing the challenge once it blows up into a real problem. 
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DOD-IR-130 

Refer to the response to CA-IR-376. 

a. Have all expenses related to "restricted stock" mid stock based compensation, stock options, 
and incentive compensation been removed from test year operating expenses in HECO's 
June 2007 update? 

b. If the answer to part a is negative, please identify, quantify (showing the amounts remaining 
in each account) and explain all remaining amounts for "restricted stock," stock options, and 
incentive compensation and other forms of stock based compensation. 

HECO Response: 

a. Yes, all restricted stock and stock based compensation, stock options, and incentive 

compensation have been removed from the estimates reflected in HECO T-lO's updates. 

b. N/A 
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DOD-IR-131 

Ref: Refer to CA-IR-379. 

a. What is HECO's definition of "Oncost." 

b. Why shouldn't the three non-recurring O&M projects identified in the response to CA-IR-
379b be removed, since they have been identified as non-recurring? Explain fully why 
HECO has not removed these. 

HECO Response: 

a. "On-costs" is the Ellipse terminology for overheads. See Ms. P. Nanbu's direct testimony 

(T-10), begiiming page 23, line 18, through page 27, line 2. 

b. These three non-recurring O&M projects are included in the 2007 test year since they are 

expected to be completed in 2007. However, as noted on page 10 of Mr. B. Tmnashiro's 

(T-13) June 2007 Update (revised HECO-1306), a normalization adjustment was made to the 

non-recurring O&M projects' costs in order to provide a more reasonable estimate of what is 

anticipated to be incurred in the next several years. 
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DOD-IR-132 

Ref: Refer to CA-IR-392. 

a. Please confirm that the $91,544 for the Ellipse Migration project plant add estimate should 
be removed from plant rate base. If this cannot be confirmed, explain fully why not. 

b. Please confirm that the error relating to removal of the $91,544 for the Ellipse Migration 
project was discovered too late to be reflected in HECO's June 2007 update, and is not 
reflected in HECO's June 2007 update. If this cannot be confirmed, explain fully why not. 

c. Page 2 of Attachment 1 to the response indicates that: "By starting the work in 2007 we plan 
to finish the work in 2008." Please break out the $509,000 of O&M expense estimated for 
Account 921 and the remaining $316,044 between (1) 2007 and (2) 2008. 

d. How do the amounts reflected in the 2007 by HECO relate to the amounts listed on page 6 
of Attachment 1. Please identify, quantify mid explain each reconciling item. 

HECO Response: 

a. Yes. The $91,544 for the Ellipse Migration plant addition estimate should be removed 

from the 2007 plant rate base. 

b. Yes. The error relating to removal ofthe $91,544 for the Ellipse Migration project was 

discovered too late, and therefore was not reflected in HECO's June 2007 update. 

However, the HECO T-16 June 2007 Update will be revised shortly and will include the 

impact ofthe excess $91,544 associated with this project in the test year plant additions. 

c. A breakdown ofthe $509,000 of O&M can be found in CA-IR-133(c). However, as 

mentioned in the response to CA-IR-133, subsequent to filing the rate case budget, 

HECO conducted a more detailed review ofthe project requirements and modified the 

estimated cost for 2007 to $990,000 for the operating budget. In January 2007, HECO 

contracted with the vendor Mincom to conduct a detailed Ellipse Unix Migration 

scoping study. Based on the information learned from this study, HECO updated the 
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project estimate and intemally requested authorization to commit and spend funds in 

March 2007. This PIF authorization is document CA-IR-392, Attachment 1. 

Referencing page 6 of CA-IR-392 Attachment 1, HECO estimated spending $854,000 

($51,171 + $505,785 + $297,260) of O&M non labor costs and $314,555 ($280,727 + 

$33,828) of capital expenditure costs (mid plant additions) in 2007. Note that the 

difference between the $314,555 of capital costs for 2007 shown on CA-IR-392 

Attachment 1, and the $316,044 provided in the HECO June 2007 update of plant 

additions is primarily due to the difference in the on-costs rates used when the estimates 

were prepared. (As noted in the response to CA-IR-438, HECO will be revising 

HECO T-lO's June 2007 Update filed June 27, 2006, to reflect $854,000 for ElHpse 

Unix migration non-labor O&M costs for the test year.) In 2008, HECO will spend an 

estimated $319,818 ($4,931+$280,915 + $33,972) of nonlabor O&M costs and 

$143,437 ($13,229 + $130,208) of capital expenditure costs (and plant additions) for the 

Ellipse Unix migration project. Note that capital costs for hardwme required for testing 

and development will be purchased and placed into service in 2007, and additional 

hmdware will be acquired when conversion is implemented in 2008. 

d. See response to item c. 


